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ODERN collective bargaining tends to expand its area 
over all the plants of big companies and over groups of 


competing companies to make its area coextensive 
with the competitive area. The National Labor Relations Board, 
charged with the duty of determining the unit appropriate for 
collective bargaining, must decide how far it can go in line with 
this trend in finding appropriate multi-plant and multi-employer 
units. The question of the scope of the employer unit, like the 
craft-industrial unit issue, has been charged with political and 
economic controversy. The board looks with favor upon geo- 
graphically extensive units under many circumstances. It has, 
however, developed a policy tending to limit the area included, 
normally, when a broad unit would run counter to the wishes of 
the employees of one or more of the plants or localities involved. 
A study of the cases in question leads to the conclusion that in a 
dynamic, evolutionary labor situation such reliance upon local 
self-determination is more consonant with effective collective bar- 
gaining in the long run than the establishment of the ideal 
broader unit. 
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The duty of the board to decide in each case the unit appropri- 
ate for collective bargaining involves two aspects which are some- 
times mutually contradictory. “To insure to employees the full 
benefit of their right to self-organization and to collective bar- 
gaining, and otherwise to effectuate the policies of this Act,’” 
involves both the protection of the right of self-organization and 
the determination of the most effective unit for collective-bar- 
gaining purposes. Whether the unit should be the employees of a 
single plant or of all plants of a manufacturing company ; whether 
it should be one office or district or a system-wide unit in the com- 
munication, transportation, or public utility industries; whether 
the employees of two or more financially interrelated companies 
should constitute one unit; and whether employees of independ- 
ent companies can and should be combined in one unit for collec- 
tive-bargaining purposes—these are questions requiring decision 
in the light of all the circumstances of the individual case. The 
presence of rival unions contending for units of different scope 
has greatly increased the difficulty of these decisions. In the most 
difficult cases the board has been under the necessity of choosing 
between the rival claims of a smaller group and a larger to self-de- 


termination, and between self-determination for one group and a 
unit considered most effective for collective bargaining. It is not 
surprising that some of the decisions have evoked sharp criticism 
and that policy has evolved, changing in some respects with ex- 
perience and with shifts in the personnel of the board. 


THE CASE FOR THE BROAD EMPLOYER UNIT 

A study of the cases in which the extensiveness of the employer 
unit was in question makes possible certain generalizations. The 
board warns us that the application of rigid rules is precluded by 
“the complexity of modern industry, transportation, and com- 
munication, and the numerous and diverse forms which self-or- 
ganization among employees can take and has taken” and that, 

* National Labor Relations Act, sec. 9(b): “The Board shall decide in each case 
whether, in order to insure to employees the full benefit of their right to self-organi- 
zation and to collective bargaining, and otherwise to effectuate the policies of this 


Act, the unit appropriate for the purposes of collective bargaining shall be the 
employer unit, craft unit, plant unit, or subdivision thereof.” 
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“in attempting to ascertain the groups among which there is that 
mutual interest in the objects of collective bargaining which must 
exist in an appropriate unit, the Board takes into consideration 
the facts and circumstances existing in each case.’* It is appar- 
ent from the decisions, however, that the board will normally 
recognize an employer unit as broad as is clearly in accordance 
with the desires of employees and their community of interest, is 
justified by the form of organization of the business or businesses 
involved, and is permitted by the terms of the Act. In so doing, 
it accepts as proper the trend of modern collective bargaining 
toward covering broader areas. 

The appropriateness of a broad employer unit, when desired 
by the employees, is attested to in numerous decisions. In sys- 
tems of communication, transportation, or public utilities, where 
“the employer’s organization, management, and operation of his 
business as a single closely integrated enterprise result in an inti- 
mate interrelationship and interdependence in the work and in- 
terests of the employees,” the board generally finds the system- 
wide unit appropriate if organization has proceeded far enough.‘ 

In manufacturing enterprises the board has frequently found 
these same factors present only to a lesser extent than in public 
utilities and has accordingly found multiple-plant, employer-wide 
units appropriate.’ Thus in finding five plants in four towns an 
appropriate unit, the board said: 

The integrated nature of the business of the Company, the similarity of 
the work at the various plants, the dependence of all the plants upon the 
main plant, and the centralization of the management of the plants con- 
vince us the employer-unit basis upon which the plants have been organized 
will best effectuate collective bargaining between the Company and its 
employees.® 

? National Labor Relations Board, Fifth Annual Report, pp. 63-64. 

3 Ibid., p. 67. 

4 Cf. Postal Telegraph-Cable Co. of New York, 9 N.L.R.B. 1069. “The increas- 
ing number of successful agreements on a nation-wide basis between unions and 
individual railroad companies is indicative of the appropriateness of a nation-wide 
bargaining unit in industries where the proper functioning of the entire system is 
dependent upon the functioning of each part of the system.” 

5 Fifth Annual Report, p. 68. 

* Alpena Garment Co., 13 N.L.R.B. 724. 
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The possibility of inter-plant competition, to the unequal ad- 
vantage of employees of different parts of the company, gives 
further support to the multi-plant unit, whether company wide 
or of less extent. Thus the board commented on the division- 
wide unit established in the Pittsburgh Plate Glass Company: 

Such units tend to place the employees on a basis of equal bargaining 
strength with the employer and to prevent any disharmony in the bargaining 
process to the temporary advantage of one section of the employees as 
against others, without rational justification based on differences in the 
nature of their work.’ 


Similarly, in establishing a two-plant unit in Inland Steel, the 
board said: 

We cannot condemn as unreasonable the feeling [of the men] that the 
respondent’s power to pit group against group forced the men to choose 
between protective combination and destructive competition. The common 
ultimate management, especially in labor matters, gives the employees of 
both plants a strong community of interest. Under these circumstances 
unitary employer control may be matched by unitary employee representa- 
tion.® 


Collective-bargaining units covering the employees of two or 
more companies have been established in numerous cases of “‘com- 
panies interrelated through stock ownership and commonly con- 
trolled and operated,”® which the board treats as a single em- 
ployer, on the same principles as those applying to other mul- 
ti-plant cases. Thus a unit made up of employees of five com- 
panies was based upon 
the close association of the Companies, their operation through a single 
management group, the formulation of all labor and other policies by such 
management group, the similarity in labor problems, wages and working con- 
ditions at all the plants, and the history of collective bargaining.’* 


7 Fourth Annual Report, pp. 90-01. 

89 N.L.R.B. 788. 

9 Fourth Annual Report, p. 92. 

1 Kling Factories, 8 N.L.R.B. 1233. The board was upheld in finding such multi- 
employer units appropriate in N.L.R.B. v. Christian A. Lund, 103 F. (2d) 815 
(C.C.A. 8th, 1939), in which the court said: “‘. . .. whoever as or in the capacity of an 
employer controls the employer-employee relations in an integrated industry is the 
employer ... . it can make no difference in determining what constitutes an ap- 
propriate unit for collective bargaining whether there be two employers of one 
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The success of industry-wide or market-wide collective bar- 
gaining in many instances both in this country and abroad has 
led the board also to approve collective-bargaining units includ- 
ing the employees of a group of independent and competing com- 
panies, when conditions appeared suitable. Reporting to the Sen- 
ate committee investigating proposed amendments to the Act, 
the board said: 

We think it clear . . . . that there are many situations in which collective 
bargaining on a multiple-employer basis has overwhelming advantages 
Recent studies of labor relations in Great Britain and Sweden have shown 
there are many advantages to be gained from collective bargaining on a scale 
broader than the single employer. We do not think that experimentation 
along these lines should be discouraged or foreclosed in this country." 

Such multi-employer units have been established only under 
two conditions, however: “when the history of collective bar- 
gaining in the industry shows the necessity and desirability of 
such a unit from the standpoint of effective collective bargaining 
and peaceful labor relations” and “where there exists an associa- 
tion of employers or other employers’ agent, exercising employer 
functions, with authority from the employers to bargain collec- 
tively and enter into binding agreements with labor organiza- 
tions.”* The first condition is illustrated in a case involving the 
doll and toy industry in New York City, where a separate unit 
for one company was refused as inappropriate. 

The success and effectiveness of collective bargaining on an industry- 
wide basis in and around New York City, with the Association representing 
its employer-members and a single union representing all the employees of 
the employer-members of the Association, is attested by the fact that since 
1934 there has been an orderly functioning of the processes of collective 
bargaining and settlement of disputes, in sharp contrast to the chaotic 
conditions prevailing prior to 1934. By virtue of such collective bargaining 
wages and hours have been standardized; sweatshop conditions, child labor, 


group of employees or one employer of two groups of employees. Either situation 
having been established the question of appropriateness depends upon other factors 
such as unity of interest, common control, dependent operations, sameness in char- 
acter of work and unity of labor relations” (Fourth Annual Report, p. 92). 

** Committee on Education and Labor, United States Senate, Hearings, National 
Labor Relations Act and Proposed Amendments (1939), P. 539- 

" Fourth Annual Report, p. 93. 
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and other evils, so long prevalent in the industry prior to the attainment of a 
contract in 1934, have been practically eliminated; and a system of arbitra- 
tion has been established which is mutually satisfactory both to employers 
and employees and which has led to a peaceful solution of the labor problems 
arising in the industry."3 

The authority to find such an association or group of em- 
ployers an “employer” for the purposes of collective bargaining 
stems from the Act and its definitions, as the board points out: 

The Board . . . . is expressly given the authority to decide that the “em- 
ployer” unit is the unit most appropriate for purposes of collective bar- 
gaining. The Act includes within the term employer “‘any person acting in the 
interest of an employer, directly or indirectly,” and. the term person “‘in- 
cludes one or more . . . . associations 


Even in the presence of a history of joint negotiations, however, 
the board refrains from establishing an association unit except 
where an “antecedent legal obligation” of the companies is clearly 
established by their delegation of authority to the association. 
Thus: 


Although we have held in certain cases that where a group of employers 
deal jointly through an association, the employees of all members of the 


association should constitute a single unit, such a doctrine has not been 
applied where the association has no legal power to contract for its members 
and where no employers’ functions have been delegated to the association.'5 

Extensive employer units for the purposes of collective bar- 
gaining, whether multi-plant or even multi-employer, are, it ap- 
pears, recognized by the board as appropriate and permitted by 
the Act in many cases where the community of interests of em- 
ployees rests upon physical integration of operations, or centrali- 
zation of management or control of labor relations, or both. The 
actual scope of the unit established in each case, however, must 
depend chiefly upon the desires of employees, as shown by the 
form and extent of their self-organization and by any collective- 
bargaining history. 

When there is no disagreement between unions as to the scope 
of the appropriate employer unit, usually the requested unit is 


13 Admiar Rubber Co., 9 N.L.R.B. 415. 
«4 Shipowners’ Assoc. of the Pacific Coast ef al., 7 N.L.R.B. 1024. 
8M. and J. Tracy, Inc., 12 N.L.R.B. 9209. 
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approved, whether single plant or multi-plant or employer. 
Where there is conflict between unions over the establishment of 
a broader unit, the difficulties increase in geometric ratio. Deci- 
sions in these two types of cases will be summarized. Thereafter 
a few crucial cases will be discussed in some detail as a basis for 
analysis of the important questions of policy involved in the de- 
termination of the employer unit. 


CASES WHERE NO CONFLICT BETWEEN BONA FIDE 
UNIONS ON EMPLOYER UNIT 

A study of all the cases in which a collective-bargaining unit 
broader than a single plant was considered disclosed that in more 
than 60 per cent there was no disagreement between bona fide 
unions over the scope of the employer unit desired.” In all but 
a handful of these, a unit as broad as that requested by the union 
was granted. Since a union must convince the board that it is 
the chosen representative of a majority in the appropriate unit, 
before certification as bargaining agent, unions normally request 
a broad unit only when confident of the necessary majority. 
Other conditions being suitable, therefore, the desire of a union, 
corresponding to its form and extent of organization, normally 
was the ruling factor. The unit appropriate to insure to em- 
ployees the full benefit of their rights under the Act under these 
circumstances is usually apparent with little room for difference 
of judgment, and there has been no occasion for changes of policy 
by the board. 

Separate plant or local units have been established on the re- 
quest of a union or unions, even when an employer has asked that 
the unit be more inclusive, when the separate unit is in accord- 
ance with the present extent of organization or the apparent de- 
sires of employees. The appropriateness of such local units is 
supported by a tradition of local organization and collective bar- 

*6 A total of 246 cases were found through June, 1941, in which the scope of the 
employer unit was at issue. In 153 there was no dispute between unions as to the 
employer unit desired; while, of the 93 cases in which there was dispute, in only 
59 was the conflict between A.F. of L. and C.1.0. unions. Multi-plant or multi- 
employer units were approved in 137 cases, and narrower units in 95, while in 14 
others the unit was dependent upon the results of elections. 
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gaining in some cases, the absence of any bargaining on a broader 
basis in others, and the fact that self-organization has not yet ex- 
tended to cover all employees of the company in many others. 
Thus the board said: 

While the geographical arrangement of an employer’s business is entitled 
to considerable weight in the determination of the appropriate unit, it is not 
conclusive and the determination of a unit based upon such consideration will 
normally be made only when the state of the employees’ self-organization 
indicates its propriety.*7 

Even in the transportation, communications, and public utili- 
ties industries, where the case for system-wide units is strong, the 
board has found appropriate the local units requested, in order 
to make collective bargaining immediately available to part of 
the employees, pending more extensive organization. The appro- 
priateness for the time-being of the desired local unit is not 
barred by preference of the company for a system unit or by a 
system-wide history of collective bargaining with an employee- 
representation plan or an association found by the board to be 
company dominated. The expressed preference of a “company- 
dominated union”’ is disregarded. Thus in one of a number of local 
Western. Union cases the board ruled: 


Thus no bona fide labor organization is now requesting a bargaining unit 
more extensive than the one here sought by the C.T.U. To deprive the em- 
ployees in the localities to which union organization has extended of the 
possibility of collective bargaining until such time as the employees of the 
Company are organized on a Nation-wide basis would in no way effectuate 
the policies of the Act.** 

More extensive units, however, have been established in many 
cases in which they were requested without dispute by other bona 
fide unions. System-wide units have been found appropriate in 
motor transportation, shipping, press, radio, and public utilities, 
often with the approval of the companies involved. An earlier 

17 P, Ballentine & Sons, 18 N.L.R.B. 1023. In a recent case, however, the re- 


quested separation of one group of employees from others was so artificial that a 
unit of one of the company’s two warehouses was refused (Lima Kenton Grocery 
Co., 29 N.L.R.B. No. 14). 

*8 Western Union Telegraph Co., 17 N.L.R.B. 686; cf. also R.C.A. Communica- 
tions, 2 N.L.R.B. 1109; Associated Press, 5 N.L.R.B. 43; Postal Telegraph-Cable 
Co., 7 N.L.R.B. 444. 





THE EMPLOYER UNIT IN N.L.R.B. DECISIONS 329 


partial unit was replaced by a nation-wide unit in R.C.A. Com- 
munications when the union making the request had extended 
its organization."® In manufacturing and other industries, also, 
units of all or several of the establishments of an employer have 
been established upon the request of a union whose organization 
coincides with the unit requested. Sometimes employers were in 
agreement as to the appropriateness of the multi-plant unit. Even 
if they opposed it, however, the unit was established when its 
appropriateness was indicated by collective-bargaining history or 
by other evidence of centralization of labor management and 
community of interests of employees. 

Similarly, multi-employer units of parent-companies and sub- 
sidiaries, and of other companies with common ownership and 
control, have been established on the same principles as the multi- 
plant units of single companies. Once it is established that the 
business organization justifies treatment of the group as a single 
employer, the scope of the unit is determined in accordance with 
the wishes and extent of organization of the union, as in other 
cases. 

Association-wide units were established in two cases, upon the 
request of the only unions involved, although the employers pre- 
ferred separate company units. In each case the collective-bar- 
gaining history of the association with other unions made clear 
both that the association had the legal authority to bargain for 
its members and that association-wide bargaining was feasible 
and desirable.”® In several other cases multi-employer units were 
found appropriate as agreed upon by unions and employers.” 

*? R.C.A. Communications, 9 N.L.R.B. 915; cf. also New England Transporta- 
tion Co., 1 N.L.R.B. 130; United Press, 3 N.L.R.B. 344; Pennsylvania Greyhound 
Lines, 3 N.L.R.B. 622; Mackay Radio Corp., 5 N.L.R.B. 657; Consolidated Edison 
Co. of New York, 21 N.L.R.B. 65. 

° Associated Banning Co. and Waterfront Employers Assoc. of Southern Cali- 
fornia ef al., 19 N.L.R.B. 140; National Dress Manufacturers’ Assoc., Inc., 28 
N.L.R.B. No. 6s. 

** Motion Picture Producers and Distributors of America, Inc. ef al., 14 N.L.R.B. 
1162; Monterey Sardine Industries, Inc. ef aJ., 26 N.L.R.B. No. 77; Abinante and 
Nola Packing Co. e¢ al., 26 N.L.R.B. No. 119; Warner Bros. ef al., 27 N.L.R.B. 


No. 8; Metal Covered Door and Window Manufacturers Assoc. ef al., 32 N.L.R.B. 
No. r10. 
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In contrast to these numerous cases, there were a few instances 
in which the broader unit requested by a union was refused. 
Three petitions for multi-employer units were refused for lack 
of a showing of common management or labor relations control 
or of a history of collective bargaining as a unit.” In another case 
the plant of a subsidiary was excluded on the ground that its 
management and operations were separate from that of the par- 
ent-company.”* In the Industrial Rayon Corporation case the 
board refused to combine in one unit two plants several hundred 
miles apart. While the union had attempted to deal for the two 
plants jointly, the board held that “this was a recent develop- 
ment, and did not progress sufficiently to indicate whether it 
would be as feasible as the separate negotiating which had previ- 
ously prevailed.”** Refusal of the board to establish a two-plant 
unit in the Colorado Builders’ Supply Company’ involved both 
consideration of the distance between the plants and the fact 
that there were only two union members at the second plant. 
Mr. E. S. Smith dissented on the ground that the employer unit 
was not impracticable and was necessary to insure the employees 
the full benefits of collective bargaining.” 


CASES WHERE UNIONS DISAGREE ON SCOPE OF 
EMPLOYER UNIT 


When there is dispute between rival unions as to whether the 
unit for collective bargaining should be a single plant or all plants 
of a company or of a group of companies, a complex problem is 
put before the board. Frequently the issue is clear as between 
the establishment of a broad unit, justified on many general 
grounds as the most effective unit, and the demand of a smaller 
local group for self-determination. Over a period of years the 

* Des Moines Steel Co., 6 N.L.R.B. 532; Metro-Goldwyn-Mayer Studios and 
Motion Pictures Producers’ Assoc. ef al., 7 N.L.R.B. 662; Alaska Packers Assoc., 
7 N.L.R.B. 141. In M. and J. Tracy, 12 N.L.R.B. 916, where the board es- 
tablished the company unit agreed upon by the parties, there had been negotiation 
of agreements through an association but no legal delegation of power by the em- 
ployers. 

*3 Pennsylvania Salt Manufacturing Co., 3 N.L.R.B. 741. 

47 N.L.R.B. 878. 2°18 N.L.R.B. 20. 

* Cf. his dissents in many somewhat similar cases, below, pp. 337-38. 
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issues sharpened, and division of opinion as to the proper solution 
developed among the members of the board. 

The decisions on the extent of the employer unit in these dis- 
puted cases fall clearly into two periods. The first covers four 
years, while the second begins in July, 1939, with decisions parti- 
cipated in by William M. Leiserson, who succeeded Donald 
Wakefield Smith on June 1, 1939. The differences between the 
decisions of the two periods are sharpest in the cases involving 
the question of company-wide or system units. These will be dis- 
cussed first, leaving for separate discussion the question of associa- 
tion or industry-wide units. 

In the first four years, in these disputed cases, the board es- 
tablished the multi-plant employer unit in twenty-two decisions 
and a narrower unit in only five; in the second period it approved 
a broader unit in only eleven cases, as against a narrower unit in 
twenty-six, while in thirteen additional cases the unit was made 
dependent upon the results of elections. 


A. THE MULTI-PLANT EMPLOYER UNIT, 1935-39 
In the first period the establishment of multi-plant units, in 
spite of the opposition of some union, was justified on several 
grounds. When collective bargaining on a system-wide basis was 
in effect, the claim of a local union to a smaller unit was dis- 
allowed. Thus, a New York City local unit was refused, in the 
Columbia Broadcasting System case, because of a national con- 
tract with an independent union.”’ An independent union in one 
plant of the American Steel and Wire Company” was refused a 
local unit, in the light of a contract with the Steel Workers Or- 
ganizing Committee for its members in all plants. In refusing a 
local unit claimed by a C.1.O. union, when an A.F. of L. union 
had an agreement covering all fourteen districts of the Wis- 
consin Power and Light Company, the board said: 
The record indicates that the functions and interests of employees in all 


14 districts are similar and closely related. Under such circumstances and 
in view of the nature of the business here involved, we are of the opinion that 


776 N.L.R.B. 166. When later the union petitioned for a nation-wide unit, this 
was granted, and an election ordered, in the second year of the independent’s con- 
tract (8 N.L.R.B. 509). 

5 N.L.R.B. 871. 
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a unit composed of employees of only one district is not appropriate for the 
purposes of collective bargaining if any lawful labor organization or organiza- 
tions represent the employees in all districts considered as one unit.?9 

In other cases successful collective bargaining in the past on the 
broader basis was held to justify the extensive unit.2° The com- 
pany-wide unit was established also when both unions involved 
were attempting to organize the entire system or had shown by 
other actions their interest in a wide unit.* 

In a number of other cases multi-plant units were established, 
or smaller units refused, on the ground of community of inter- 
ests of all employees and centralization of management or inte- 
gration of operations, in spite of the opposition of unions claiming 
to represent the employees in smaller units.** The issues involved 
were most clearly presented, however, in the two glass-industry 
cases, those of Libbey-Owens-Ford Glass Company® and Pitts- 
burgh Plate Glass Company.** In each it was clear that the union 
representing a majority of all the employees of the company had 
been rejected by a majority of the employees at one plant. The 
board held that to accede to the wishes of the local group would 
obstruct the effort of the larger group to establish effective col- 
lective bargaining. It accordingly established a company-wide or 
division-wide unit, including the dissident plant. In the Libbey- 
Owens-Ford case the board said on this issue: 


To grant the request of the National and its 133 Parkersburg members, 
who constitute but a very small minority of the 3,640 employees of the Com- 
pany here involved, for a separate bargaining unit at Parkersburg would 
seriously impede and obstruct the efforts of the far larger number of em- 
ployees at the other plants effectively to organize and bargain collectively. 
Under all the circumstances of this case, we do not regard the fact that the 
majority of the Parkersburg employees through their present membership 


296 N.L.R.B. 323. 

3° Bloedel-Donovan Lumber Mills, 8 N.L.R.B. 230; Naumkeag Steam Cotton 
Co., 13 N.L.R.B. 513; Tennessee Copper Co., 5 N.L.R.B. 768. 

3" Cf. Postal Telegraph-Cable Co. of New York e¢ al., 9 N.L.R.B. 1060; Ten- 
nessee Electric Power Co., 7 N.L.R.B. 24; United Shipyards, Inc., 5 N.L.R.B. 742. 

32 Cf. American Woolen Co., 5 N.L.R.B. 144; American Brass Co., 6 N.L.R.B. 
723; Union Premier Food Stores, 11 N.L.R.B. 270; and others. 

33 10 N.L.R.B. 1470. 3410 N.L.R.B. 1111; 15 N.L.R.B. 515. 
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in the National have expressed a current desire for a separate unit as being 
decisive of the issue here presented.3s 


Separate plant or local units requested by one union were, how- 
ever, established in five cases during this first period, in spite of 
the request of another for a broader unit. In one it was based 
upon the limited extent of organization at the time—‘no labor 
organization is in a position to assert a majority in all the 
plants.”** In another, local union collective-bargaining history 
and tradition in the industry was decisive, as against system-wide 
employee representation and independent union history.’ In 
three others local units were made appropriate by clearly distinct 
spheres of organization of the rival unions and the absence of any 
history of collective bargaining on a broader basis.** In none of 
these was the narrower unit decided on the basis of the wish for 
self-determination of a smaller group within a larger group of 
which the majority desired a more extensive unit. The tendency 
of the decisions during these years was to establish the broader 
unit on the ground of its greater effectiveness for collective bar- 
gaining, when any union was organized and represented a ma- 
jority of the workers as a whole. 


B, THE MULTI-PLANT EMPLOYER UNIT, 1939-41 

During the following two years, from July, 1939, through June, 
1941, the tenor of decisions changed in these cases of union dis- 
pute over the scope of the employer unit. The board at this time 
changed its usual practice in determining representatives, from 
checking union cards to holding elections, in order to remove all 
doubt as to the desires of employees.*® Attention was thus di- 
rected to the question whether the union was organized in all the 
plants it claimed in an employer-wide unit. The policy thereafter 


3510 N.L.R.B. 1476. A later decision, however, established a separate unit for 
this plant (below, p. 337; cf. also pp. 350-52). 

% American Tobacco Co., Inc., 9 N.L.R.B. 582. 

37 Motor Transport Co., 2 N.L.R.B. 492. 

38 Ohio Foundry Co., 3 N.L.R.B. 701; Belmont Iron Works, 9 N.L.R.B. 1202; 
Southern California Gas Co., 10 N.L.R.B. 1123. 

39 Fifth Annual Report, pp. 60-61; cf. Alpena Garment Co., 13 N.L.R.B. 720. 
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was normally to limit a unit to those plants in which the union 
had a majority. 

Early in this period the broader unit established for the Pitts- 
burgh Plate Glass Company was reaffirmed after rehearing, Mr. 
Leiserson dissenting vigorously.*° But in later cases the multi- 
plant unit was upheld over the protest of a local union only when 
clearly supported by collective-bargaining history** or by organ- 
izing activity of both unions throughout the broader unit,“ when 
for various reasons the broader unit would make possible collec- 
tive bargaining for a larger number of the employees,*? or when 
a narrower unit would draw an arbitrary line between employees 
doing ‘substantially the same kind of work” and having “sub- 
stantially the same interests.’’** Three other cases, of integrated 
operations, in which the board established tentative extensive 
units, pending elections to determine whether the employees had 
chosen representation on this broad basis, are discussed below.“ 

Narrower units were established in more than twice as many 
of these disputed cases as the broader unit during this period. 
In several the determining factor was the limited extent of or- 
ganization at the time.“ The clerical workers in one plant of the 
American Steel and Wire Company were allowed a plant unit 
on the ground that they were organized only at that plant and 
that the record was inconclusive “‘as to whether the contract [of 
the S.W.O.C.] was intended to, or did in practice, cover clerical 
workers.’’47 In a further group of unanimous decisions the board, 


4°15 N.L.R.B. 515. 

4* Roberts & Manders Stove Co., 16 N.L.R.B. 941; King Features Syndicate, 
23 N.L.R.B. 1174; Tennessee Copper Co., 25 N.L.R.B. 218; Rathborne, Hair & Ridg- 
way Co., 27 N.L.R.B. No. 178. 


4 Malone Bronze Powder Works, 19 N.L.R.B. 449; Tennessee Coal, Iron and 
Railroad Co., 32 N.L.R.B. No. 79. 


43 National Distillers Products Corp., 20 N.L.R.B. 467; Vermont Marble Co., 
28 N.L.R.B. No. 169; Kennedy Valve Manufacturing Co., 30 N.L.R.B. No. 100. 


44 Pidgeon Thomas Iron Co., 32 N.L.R.B. No. 68. 


45 P. 339. 
Frigidaire Division, General Motors Corp., 19 N.L.R.B. 957; Texas Empire 
Pipe Line Co., 19 N.L.R.B. 631; Shaw Lumber Co., 28 N.L.R.B. No. 127. 


47 31 N.L.R.B. No. 112. 
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although another union contended for a broader unit, established 
the single plant or other narrow unit requested by one union, on 
the ground that there was no history of bargaining for the entire 
group to justify the broader unit or that local collective bargain- 
ing had demonstrated the feasibility of the local unit.“ 

The basis for the establishment of the separate local unit for 
collective bargaining, rather than multi-plant units, was worked 
out most clearly in a dozen important decisions, in all of which 
Edwin S. Smith dissented. In each of them, one union (affiliated 
with the C.I.0. in all but one case) contended for a company-wide 
unit, while another union (A.F. of L. in all but two cases) claimed 
to represent a majority in one or more plants and demanded sepa- 
rate local units.‘? The majority of the board here reversed the 
position taken in the earlier glass cases.6° They now consistently 
refused to establish a multi-plant unit when from the evidence it 
was apparent that the broad unit would, or might, impose a bar- 
gaining agency upon the employees of a plant against their choice 
in the absence of a clear history of collective bargaining as a single 
bargaining unit. In the Chrysler and Briggs cases, the first of this 


group, the United Automobile Workers, C.I.0., asked company- 
wide units, while the U.A.W.—-A.F. of L. asked separate plant 
units. Each claimed ownership of the contract (covering mem- 
bers of the union) signed before the division of the international 
union into two factions, and each claimed locals at each plant. 


48 Cf. Minneapolis-Moline Power Implement Co., 14 N.L.R.B. 920; Model Blouse 
Co., 15 N.L.R.B. 133; National Distillers Products Corp., 28 N.L.R.B. No. 172; 
Farr Spinning and Operating Co., 29 N.L.R.B. No. 117. 


49 Chrysler Corp., 13 N.L.R.B. 1303; Briggs Manufacturing Co., 13 N.L.R.B. 
1326; United States Rubber Co., 20 N.L.R.B. 473; Hood Rubber Co., 20 N.L.R.B. 
485; Atlas Underwear Co., 30 N.L.R.B. No. 89; Libbey-Owens-Ford Glass Co., 31 
N.L.R.B. No. 38; Cluett, Peabody & Co., 31 N.L.R.B. No. 79; American Woolen 
Co., 32 N.L.R.B. No. 1; Standard Oil Co., 32 N.L.R.B. No. 87. In several similar 
lumber cases the issue was whether sawmill and logging camp or planing-mill, in 
which apparently different unions had majorities, were to constitute a single unit 
(Buckley Hemlock Mills, Inc., 15 N.L.R.B. 498; Schafer Brothers Lumber and 
Shingle Co., 23 N.L.R.B. 1104; Meadow Valley Lumber Co., 32 N.L.R.B. No. 21). 


s° Pittsburgh Plate Glass Co., 10 N.L.R.B. 1111; Libbey-Owens-Ford Glass Co., 
10 N.L.R.B. 1470. 
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The board established separate plant units and ordered elections 
at each, saying in the former case: 

We are of the opinion that all the plants should not be grouped in a single 
bargaining unit. It cannot be said that the past history of collective bar- 
gaining in the plants has established such a pattern of bargaining. On the 
contrary, bargaining practice in the past has recognized the individual status 
of the separate plants. Furthermore, peculiar problems arise out of the divi- 
sion of the International Union into two groups. For all that appears the 
A.F.L.-U.A.W. may have an overwhelming majority in several of the plants 
and the C.I.0.-U.A.W. a similarly large majority in several others.s 


Similarly, in the United States Rubber Company case, the 
board found appropriate a unit covering two Providence plants, 
where an A.F. of L. local claimed a majority. The United Rubber 
Workers, who urged a company-wide unit, had contracts in five 
plants, covering the great majority of all employees of the com- 
pany, and their discussions with national officers of the company 
had indicated the possibility of an employer-wide contract some- 
time in the future. The board ruled: 

We are of the opinion that the rubber plants of the Company should not 
at this time be grouped together as a single bargaining unit. While the United 
made some attempt to bargain on an employer-wide basis . . . . the actual 
bargaining practice has not been on such a basis. On the contrary, the bar- 
gaining practice in the past has recognized the individual status of the sepa- 
rate plants. Also... . the United has not bargained or attempted to bar- 
gain with the Company for the employees of 5 of the 10 plants. In two of 
these five plants the United has no members and in the other three only a 
small number of members. While the operations of the plants are interrelated 
in some respects and all are subject to the central control of the Company’s 
New York office, these facts do not outweigh the foregoing considerations.” 


In the case of Cluett, Peabody and Company, the board es- 
tablished a separate unit at the Atlanta plant, as urged by the 
United Garment Workers, and ordered an election for choice of 
representatives, in spite of a four-plant preferential agreement be- 
tween the company and the Amalgamated Clothing Workers, 
which had been made after the petition of the United was filed. 


s* Chrysler Corp., 13 N.L.R.B. 1314: 

52 20 N.L.R.B. 480. The election was won by the A.F. of L. union (21 N.L.R.B. 
1140). 

583 31 N.L.R.B. No. 79. The Amalgamated won this election (33 N.L.R.B. No. 9). 
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That the policy disclosed in these cases was firmly established 
in the board’s practice was made clear on April 23, 1941. The 
board granted a petition for a separate plant unit at the Parkers- 
burg plant of Libbey-Owens-Ford, where the company since the 
previous decision of the board had refused to bargain with either 
of the contending unions. The board ordered a plant election, 
saying: 

The Federation had no members at the Parkersburg plant when it was 
certified, and it has apparently gained none in the period of approximately 2 
years which has elapsed since the prior proceeding. There is no showing that 
it now has any representation there. The record shows, and it is not dis- 
puted, that the National is and has been the designated representative of 
almost all the employees at the Parkersburg plant. Upon consideration of 
all the facts, we are convinced that the Parkersburg plant is an appropriate 
unit for collective bargaining.s4 

Mr. Edwin S. Smith dissented in all these cases. In his view, 
to accede to the wishes of one group for a separate plant unit, 
“makes it possible for a minority of the employees to hamper the 
bargaining efforts of the majority, and, in an effort to be fair to 
that faction, militates against the interests of the employees as a 
whole.” In a case in which a local union had transferred from 
the C.1.0. to the A.F. of L. he saw “no justification for deter- 
mining the bargaining unit on such considerations.”** His posi- 
tion is most fully given in the Libbey-Owens-Ford dissent, where 
he declared his fundamental principle that the board should de- 
termine the unit ‘‘on the basis of the broadest industrial unit in 
which self-organization has been effective” in the interest of equal- 
ization of bargaining power and effective collective bargaining. 
He stated: 

One of the purposes of the Act in protecting the right to self-organization 
and collective bargaining is to restore equality of bargaining power between 
employers and employees, and the Board must exercise its authority to 
determine the appropriate bargaining unit with that purpose in mind. 
Equalization of bargaining power is most nearly achieved when bargaining 

5¢ 31 N.L.R.B. No. 38. This reversal occurred after Chairman H. A. Millis had 
taken the place of Chairman J. Warren Madden. The election was won by the local 
union, 123 to 10 (32 N.L.R.B. No. 57). 

58 Briggs Manufacturing Co., 13 N.L.R.B. 1335. 

*° Buckley Hemlock Mills, Inc., 15 N.L.R.B. 506. 
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proceeds on the basis of the broadest industrial unit in which self-organiza- 
tion has been effective. That is the “appropriate” unit within which the 
majority rule is to be applied. The desires of employees at one of several 
organized manufacturing plants of a single employer no more justify carving 
out a plant unit than would analogous desires of employees in a section or 
department of a plant justify impairment of a plant unit. 

Early in the Board’s history it enunciated the rule that, where the factors 
favoring craft organization evenly balance those which normally render 
industrial organization more effective, the desires of the craftsmen should 
determine whether or not a separate craft unit is appropriate But the 
considerations underlying it are wholly inapplicable to representation dis- 
putes between industrial unions seeking to bargain for ordinary production 
employees who have no craft tradition of separateness. 

Beginning with the Chrysler case the Board’s decisions have evidenced a 
tendency, exemplified in the present decision, to permit the scope of indus- 
trial units to be determined by the desires of the employees in the smallest 
industrial grouping for which a contention is made. This seems to me un- 
fortunate. It weakens the bargaining power of employees in dealing with a 
unified management, multiplies the problems of management in dealing 
with employees, and aggravates existing divisions in the ranks of organized 
labor. It undermines the bargaining process at a time when considerations 
of national welfare render of paramount importance the effectuation of the 
policy of the Act: “.... to eliminate the causes of certain substantial ob- 
structions to the free flow of commerce and to mitigate and eliminate these 
obstructions when they have occurred by encouraging the practice and pro- 
cedure of collective bargaining 

In a few other cases in the last two years the board used a de- 
vice which may become of increasing importance in these cases 
of union dispute over the scope of the employer unit, to make the 
determination of the unit itself, as well as the choice of representa- 
tives, rest ultimately upon the result of an election.** In the 
Chrysler and Briggs cases the board first established separate 
plant units. After the elections in the latter company showed 
that employees of each plant had chosen to be represented by the 
U.A.W.-C.L.O., the board established the employees of all plants 
as a single bargaining unit.5® Similarly, at Chrysler, a single unit 

$7 31 N.L.R.B. No. 38. 

58 In the case of dispute over the inclusion of a craft group in an industrial unit, 
the board has frequently permitted the craft group to determine by an election 


whether they wish to constitute a separate unit and has established “the appropriate 
unit” based upon the result of such election (Fifth Annual Report, p. 65). 


59 17 N.L.R.B. 7409. 
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was found appropriate for the employees of the twelve plants 
where a majority chose the C.I.0. union as their representative.*° 

System-wide or division-wide units were established tentative- 
ly, pending elections, in three cases of integrated operations over 
a wide area. If the election should show that organization had not 
gone far enough in the whole area for representation on the wide 
basis, the board would reconsider the question of the appropriate- 
ness of a narrower unit asked by one union and corresponding to 
the extent of its organization.™ These decisions permitted the ap- 
priate unit, essentially, to be determined according to the desire 
of the majority of the employees in the broader area. 

An opposite principle ruled in six decisions. Here the employees 
in the narrower unit desired by one union were granted separate 
elections, upon the result of which was to depend whether an ex- 
tensive unit or separate local units should be established. Mr. 
Smith dissented in these cases, upon his usual grounds, that the 
broadest unit in accordance with the extent of self-organization 
would best insure employees the equality of bargaining power 
needed for effective collective bargaining. 


Throughout these two years the board, with its changed per- 


6° 17 N.L.R.B. 737. When later the C.I.0.-U.A.W. petitioned for certification 
as representative at the two other plants, the board ordered elections in these plants 
as separate units. It said, however: “If after such certification [of the C.1.0.- 
U.A.W. should it win the election] the Company objects to bargaining upon a 14 
plant unit basis we will entertain for consideration at that time a motion to consoli- 
date the certifications previously issued and to include all plants of the Company in 
a single appropriate unit” (31 N.L.R.B. No. 61; 28 N.L.R.B. No. 154). 


* Towa Southern Utilities Co., 15 N.L.R.B. 580; Gulf Oil Corp., 19 N.L.R.B. 
334; E.T. & W.N.C. Motor Transport Co., 31 N.L.R.B. No. 73. Mr. Leiserson in 
the first case objected to the promise of possible reconsideration after election of a 
district unit found inappropriate at this time and in the second case would have per- 
mitted the employees of the less inclusive proposed unit to determine by an election 
whether to be included in the broader unit. In each of these cases the independent 
union which had contended for the broad unit won the election (17 N.L.R.B. 682; 
21 N.L.R.B. 97; 31 N.L.R.B. No. 169). 


6 Allied Laboratories, Inc., 23 N.L.R.B. 184; First National Stores, Inc., 26 
N.L.R.B. No. 117; Algoma Lumber Co., 30 N.L.R.B. No. 122; Lewis Lumber Co., 
31 N.L.R.B. No. 113; Birdsboro Steel Foundry & Machine Co., 32 N.L.R.B. No. 20. 
In Wilson Jones Co., 21 N.L.R.B. 943, similarly, the board permitted certain crafts 
to determine by elections whether to constitute plant craft units or be part of the 
two-plant industrial unit. 





340 EMILY CLARK BROWN 


sonnel (Mr. Leiserson having joined the board in 1939 and Chair- 
man H. A. Millis late in 1940), continued to weigh the complex 
factors which in each case make an employer unit of greater or 
less scope appropriate for collective bargaining, under the terms 
of the Act. As before, the character of the organization of the 
business, the history of collective bargaining, and the form of self- 
organization were all of great importance. When the issue was 
clearly set, however, by the demand of one union for a compre- 
hensive unit, and of a rival union for a separate local unit in which 
it claimed to represent a majority, in the absence of a history of 
bargaining on the broader basis the board now generally estab- 
lished the local unit, or permitted the employees of that possible 
unit to determine by an election whether they wished separate 
representation or inclusion in a larger unit. The right of local 
self-determination rules in these cases over the claim of an ideally 
more effective, broader collective-bargaining unit, pending more 
extensive organization on the broad basis. 


C. THE ASSOCIATION, MULTI-EMPLOYER UNIT 

The question whether the appropriate unit for collective bar- 
gaining covers the employees of an association or other group of 
separate and competing companies has been presented in a rela- 
tively small but important group of cases. In some of them the 
issue discussed above, of local self-determination versus the ideal- 
ly most effective bargaining unit, was crucial. In these cases the 
board followed a consistent policy through the years, until an 
important decision on June 16, 1941, reversed in part a previous 
decision and permitted local self-determination to separate local 
units from the more extensive unit earlier found appropriate. 

Cases where there was no dispute between unions as to the 
scope of the multi-employer unit desired have been discussed 
above.®* In sixteen others the question of the appropriateness of 
a multi-employer unit was complicated by the presence of rival 
unions contending for less extensive units. In four of them the 
association-wide unit was found appropriate, in five others the 
separate company units requested were refused when they would 


63 Shipowners’ Assoc. of the Pacific Coast et al., 32 N.L.R.B. No. 124. 
64 Above, p. 320. 
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have broken up existing association systems of collective bargain- 
ing, and in six cases an association unit was refused. The first 
case in which an association unit was found appropriate, that of 
the Pacific Coast longshoremen, made clear the principles upon 
which such units would be established. It was also the case in 
which, in June, 1941, after a rehearing of part of the issue, cer- 
tain local groups were permitted to determine for themselves 
whether to remain part of the coast-wide unit or to have separate 
port-wide bargaining units. 

In the first Pacific Coast longshoremen’s case® the board found 
by unanimous decision on June 21, 1938, that the appropriate 
unit consisted of the longshoremen employees, in American Pa- 
cific Coast ports, of the companies which were members of a group 
of employers’ associations. There was a long history of efforts of 
the longshoremen to organize and bargain for the Pacific Coast 
ports as one unit. Since 1934 only coast-wide agreements had 
been signed. The employers were organized in regional associa- 
tions which acted through the coast association as an integrated 
unit. The associations “engaged in collective bargaining for the 
individual companies, . . . . took charge of the operation and exe- 
cution of the agreement .... and dealt with the longshoremen 
in all matters involving labor relations.” The complicating fac- 
tor, however, was the rivalry between the A.F. of L. and the 
C.1.0. In 1937 most of the Pacific Coast locals of the Interna- 
tional Longshoremen’s Association, A.F. of L., transferred to 
the C.I.0. International Longshoremen’s and Warehousemen’s 
Union. At the time of the hearing there were 10,575 Pacific 
Coast longshoremen in the C.I.0. union’s Pacific district, and 
904 in the four locals, Tacoma, Olympia, Port Angeles, and Ana- 
cortes, which remained with the I.L.A. The board found, never- 
theless: 

The history of bargaining and the history of employee organization .. . . 
are completely persuasive of the fact that a unit including all the workers 
employed at longshore labor in the Pacific Coast ports of the United States 
is the one that will insure to employees the full benefit of their right to self- 

*s Shipowners’ Assoc. of the Pacific Coast et al., 7 N.L.R.B. 1002. 

© Tbid., p. 1025. 
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organization and to collective bargaining, and will otherwise effectuate the 
policies of the Act. 

Particularly, the failure of the longshoremen to achieve any satisfactory 
collective bargaining agreements when the bargaining was on a local scale is 
to be contrasted with the highly successful collective bargaining achieve- 
ments when the longshoremen bargained as a coast unit 

The history of collective bargaining and of the organization of the long- 
shoremen, and the sacrifice of some of the longshoremen on the maximum 
loads agreement, are ample evidence of their desire for a coast unit 

Action by the longshoremen, if it is to be effective, must be concerted and 
coordinated 

The numerous factors which have been pointed to as indicating that the 
coast unit is the one which will best insure to the longshoremen the full bene- 
fit of their right to self-organization and to collective bargaining, are all 
reflexions of the organization of the employers. The history of bargaining 
and of the longshoremen’s organization is a vivid portrayal of the experiences 
of the longshoremen as they learned that, since their employers were acting 
together on a coast basis, they, too, would have to build a coast organization 
which would parallel the organization of the employers. The desires of the 
men for a coast unit are the result of their failures when they acted on a port 
basis, and their success when they acted with their fellow longshoremen 
on the coast. The imperative need of the longshoremen for the coast 
unit and the dangers of smaller units arise because the companies on the 
Pacific Coast which use their labor are organized on a coast basis.§7 


In finding the coast-wide unit appropriate under these circum- 
stances, thus the board in effect found the contrary desires and 
organization of the men in four ports outweighed by the ideal de- 
sirability of the extensive unit. It found authority to establish 
the multi-employer unit in the fact that the associations were 
clearly authorized to act, and were in the practice of acting, for 
their employer members and in the fact that the Act defined 
“employer” broadly to include an association acting in the inter- 
est of an employer. 

On similar grounds, of collective-bargaining history as a unit, 
and evidence that the employers had delegated authority to an 
association to act for them in collective bargaining, the board 
established association units in three other cases: for the long- 
shoremen of Mobile, for the employees of fourteen stone com- 
panies which had bargained through an institute, and for the 


$7 Tbid., p. 1024. 6 Above, p. 326. 





THE EMPLOYER UNIT IN N.L.R.B. DECISIONS 343 


radio operators employed by a group of fishing-boat employers 
who had delegated authority in negotiations to an association.” 

The issues were presented in somewhat different form in five 
cases, in each of which the employees of one or more companies 
had transferred their affiliation away from the union which was 
bargaining on an association-wide basis for the industry and pe- 
titioned the board for separate company units. The successful 
record of association collective bargaining in stabilizing highly 
competitive local industries led the board to dismiss the petitions 
for separate company units, in the doll and toy industry in New 
York City” and in the scrap-iron industry of San Francisco.” 
The companies in both instances supported the established union, 
A.F. of L. in one and C.I.0. in the other, in defense of the associa- 
tion unit. 

In two other cases the Progressive Miners claimed a majority 
of the men employed at one or more mines which had been in- 
cluded in district collective bargaining with the United Mine 
Workers. In one the company was at the time signatory to the 
U.M.W. contract,” while in the other’ the companies had failed 
to sign the current contract only because of this proceeding be- 
fore the board. The appropriateness of the multi-employer unit 
was supported in the Alston case by the long history of associa- 
tion bargaining in the bituminous industry, and in the Stevens 
case by the custom of nearly forty years in the anthracite indus- 
try. Moreover, the Progressive itself bargained on a district-wide 
basis in other areas. The board refused, therefore, to sanction 
the breaking-up of long-established systems of collective bar- 
gaining which had helped to stabilize the industry. 

Bargaining and making contracts on such a basis has helped to stabilize 


the coal mining industry and place the mines on a fair competitive basis, a 
condition which would be very difficult of achievement if separate contracts 
* Mobile Steamship Assoc. et al., 8 N.L.R.B. 1297; Monon Stone Co. ef al., 10 


N.L.R.B. 64; Federated Fishing Boards of New England and New York, Inc., 15 
N.L.R.B. 1080. 


7 Admiar Rubber Co., 9 N.L.R.B. 407; cf. above, pp. 325-26. 
™ Hyman-Michaels Co., 11 N.L.R.B. 796. 

® Alston Coal Co., 13 N.L.R.B. 683. 

73 Stevens Coal Co., 19 N.L.R.B. 98. 
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were negotiated with each operator. We see no reason to depart from the 
practice of the parties as evidenced by these contractual relations prevailing 
over a long period of time.”4 


In the anthracite case the Progressive argued further, in sup- 
port of its claim for a single mine unit, that the United was lax 
in the enforcement of standards and that “‘the enforcement of 
contracts andthe maintenance of favorable conditions have de- 
pended largely upon the militancy of the miners of each local.’’’s 
The board said, however: 

Even if all the testimony of the Progressive witnesses concerning wage 
slashing and other undesirable working conditions at the mines is true, such 
facts do not establish the appropriateness of a mine or plant unit. More- 
over, it is not within the province of the Board to decide whether one bona 
fide labor organization is more efficient or more diligent in the enforcement 
of its contracts than another. We are convinced from the record before us 
that the evils complained of by the Progressive would not be less prevalent, 
but might be more prevalent, if each mine were considered an appropriate 
bargaining unit. The history of bargaining in the anthracite region prior to 
1900 supports this conclusion 

We are convinced that the full benefit of their right to self-organization 
and to collective bargaining cannot be insured to the employees by breaking 
up the collective bargaining unit which has been established by a long his- 
tory of contractual relations between the operators and miners of the anthra- 
cite region. We find that the single mine unit urged by the Progressive is not 
appropriate for the purposes of collective bargaining. We shall therefore 
dismiss the petitions of the Progressive.’ 


Similarly the board dismissed the petition of a local A.F. of L. 
union for a unit covering the employees of one foundry, in the 
face of a series of contracts made since 1937 by seven foundries 
acting as a unit in bargaining with a C.I.O. union.” 

In six other cases of union rivalry the association-wide unit was 
refused, and company units were found appropriate. In five of 
them,” in spite of some history of group bargaining in each case, 
and evidence of a community of interest of the employees, the 
board found the situation clearly distinguished from other associ- 

™ Alston Coal Co., 13 N.L.R.B. 689. 

78 Stevens Coal Co., 19 N.L.R.B. 107. 

% Tbid., pp. 108-10. 7 John Kausel, 28 N.L.R.B. No. 137. 

7% Aluminum Line ef al., 8 N.L.R.B. 1325; F. E. Booth & Co. ef al., 10 N.L.R.B. 


1491; Trawler Maris Stella, 12 N.L.R.B. 415; Sebastian Stuart Fish Co., 17 N.L.R.B- 
352; Bulk Sales Department, Gulf Refining Co., 21 N.L.R.B., 1033. 
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ation cases by the fact that the individual employers retained 
and exercised “direct control over the essential employer func- 
tions.”? The board therefore found itself unable, “‘within the limi- 
tations of the Act,” to fix a single unit. In another case the board 
established separate company units in the absence of a collective- 
bargaining history on an association basis.*° 

In these association cases the board followed a consistent pol- 
icy. In a series of unanimous decisions association units were 
found appropriate only when it was clear that the association 
had authority to act for the employers and when a history of as- 
sociation collective bargaining demonstrated the effectiveness of 
this form of bargaining. Association units were refused in the 
absence of clear showing of “antecedent legal authority,” in spite 
of the desire of a union for a broader unit corresponding with the 
community of interests of all employees of the larger unit. On 
the other hand, when a history of collective bargaining showed 
the success of collective bargaining on an association basis, the 
desires of seceding groups of workers in separate plants or mines 
were not allowed to break down the established system of collec- 
tive bargaining. The unit most effective for collective bargaining 
ruled over local self-determination in these instances. 

In the second Pacific longshoremen’s case,** however, decided 
June 16, 1941, the division on policy which had become apparent 
between members of the board brought a divided decision. The 
majority followed the lines of policy worked out in the Chrysler,” 
second Libbey-Owens-Ford,* and other cases, in which, in the ab- 
sence of a collective-bargaining history on the wider basis, a local 
dissenting group was permitted to determine its representation. 
The case came on petition of the International Longshoremen’s 
Association in three ports, Tacoma, Port Angeles, and Anacortes, 
to be separated from the coast-wide bargaining unit established 
in the board’s earlier decision.** The majority decision summa- 
rized evidence that these ports were in important respects excep- 

7 Sebastian Stuart Fish Co., 17 N.L.R.B. 358. 

% Pacific American Fisheries, Inc., 28 N.L.R.B. No. 42. 

*t Shipowners’ Assoc. of the Pacific Coast et al., 32 N.L.R.B. No. 124. 

® 13 N.L.R.B. 1303. 83 31 N.L.R.B. No. 38. 

“7 N.L.R.B. 1002. 
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tional. Tacoma had the longest history of union organization on 
the coast. In the first coast-wide agreement the provision for 
jointly controlled hiring-halls was not applied to Tacoma because 
that union had long been in control of its own hiring-hall. Since 
the board’s certification of the International Longshoremen’s and 
Warehousemen’s Union as representative in a coast-wide unit, 
the agreements continued to except Tacoma from the hiring-hall 
provision and to except four I.L.A. ports from the provision that 
the I.L.W.U. was to have preference in employment. Committees 
of the I.L.A. had negotiated with the employers on all local mat- 
ters in these ports, and in some respects the I.L.A. had refused 
to abide by the terms of coast-wide arbitration decisions. A strike 
took place in these ports in August and September, 1940, when the 
coast association refused to bargain with the I.L.A. As far as 
the record showed, the I.L.W.U. had no members in the three 
ports concerned in this proceeding. The Olympia local had, how- 
ever, voted to affiliate with the I.L.W.U. On this point the board 
said: 

The method by which the Port of Olympia became an integral part of the 
coast-wide unit as a result of the voluntary choice of the longshoremen at 
that port seems to us a reasonable method of determining who shall and who 
shall not be included in a widespread geographical unit, the component parts 
of which may have conditions with respect to labor organization and represen- 
tation differing in vital respects.*s 


Ordering elections in the three ports, to determine by majority 
vote in each whether that port was to be a separate unit or to be 
included in the coast-wide unit, the board declared: 


If the I.L.W.U. had extended its organization to the “exception ports” 
. ... 80 that the coast-wide agreement could have been effectively extended 
to these ports and effectively administered in the ports, a different question 
would be presented to the Board . . . . whether a portion of the employees 
in an appropriately established and practically functioning bargaining unit 
could be properly set aside as a separate bargaining unit. The Board has 
consistently held that under such circumstances the established appropriate 
unit could not be split and a new smaller unit set up. In the present case, 
however, the question presented is quite different. The so-called “exception 
ports” were separately represented at the time the coast-wide unit was 
found, they have continued to exist for 3 years since that time, and the em- 


8s Shipowners’ Assoc. of the Pacific Coast ef al., 32 N.L.R.B. No. 124. 
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ployees at these ports have at no time been given an opportunity to choose 
for themselves whether they desire to be represented in the larger coast- 
wide unit. 


Board member Smith in his vigorous dissent held that the 
three ports were exceptional only in minor local matters not suf- 
ficient to justify separate treatment and emphasized the strong 
case for the more extensive unit for collective bargaining: “It is 
difficult to conceive of a situation where all the material circum- 
stances so militate against the determination to disrupt the coast- 
wide unit.”” He pointed out that the three ports had been in- 
cluded in the coast-wide agreements from 1934 on and had been 
a part of the coast-wide unit since the board’s certification in 
1938. He protested the application of the principle of self-deter- 
mination 
to situations such as the present where rival industrial unions are seeking to 
bargain for ordinary employees who perform the same type of work and have 
no craft tradition of separateness. The desires of the longshoremen at the 
three ports no more justify separate units than do the desires of any other 
fragment of a coherent group. 

Obviously the majority rule incorporated in the Act contemplates that 
there may be a minority. The coast-wide unit is the broadest unit in which 
self-organization has been effective. It is the only unit in which the long- 
shoremen can negotiate on a basis of equality with the employers. The 
coast-wide unit....is....the appropriate unit within which the prin- 
ciple of majority rule should be applied, and the longshoremen in these 
three ports are a small minority within the appropriate unit. 


The majority decision, in his view, placed in jeopardy the gains 
of the longshoremen resulting from years of effort to build up a 
coast-wide unit, as well as the benefits derived by employers. He 
declared, finally: 


I have previously noted the tendency of the Board . . . . to permit the 
scope of industrial units to be determined by the desires of the employees in 
the smallest industrial grouping for which a contention is made. The present 
majority decision is a particularly unfortunate instance of that inclination. 
It will tend to disrupt a workable and stabilized bargaining relationship 
established by certification and contract and thus frustrate the bargaining 
process at a time when considerations of national welfare render of para- 
mount importance the effectuation of the policy of the Act.* 

% Ibid. The elections—held on July 1 and 2, 1941—were won by the I.L.A., 


523 to so in Tacoma, 33 to o in Anacortes, and 78 to 3 in Port Angeles (33 N.L.R.B. 
No. 158). 





348 EMILY CLARK BROWN 


MERITS OF THE CASE: LOCAL SELF-DETERMINATION VERSUS 
“EFFECTIVE BARGAINING UNIT” 


In all the variegated situations summarized above the most 
difficult issue arises when rival unions dispute over the appropri- 
ate extent of the employer unit for collective bargaining and when 
the broader unit would result in imposing upon the employees of 
a smaller but distinct part of the entire group a representative 
contrary to their wishes. The law, wisely, leaves the determina- 
tion of the unit to the discretion of an expert administrative 
board, without laying down rules other than the general direction 
to decide the unit in each case ‘‘in order to insure to employees 
the full benefit of their right to self-organization and to collective 
bargaining, and otherwise to effectuate the policies of this Act.” 
The decision necessitates in each case a consideration of all the 
facts and circumstances involved and their relationship to effec- 
tive collective bargaining. 

The clash of opinion among members of the board in the more 
recent period on these most controversial cases found Edwin S. 
Smith arguing the case for the appropriateness of the broadest 
unit in which self-organization had been effective, the ideally 
most effective unit for collective bargaining; while Chairman H. 


A. Millis (and Chairman J. Warren Madden in many cases be- 
fore him) and William M. Leiserson upheld the right of local 
groups to determine for themselves their representation, and thus, 
essentially, their inclusion in the broader unit, in the absence of a 
clear history of collective bargaining on a broader basis. The is- 
sues involved may be made clear by further analysis of a few 
crucial cases. 


A. THE PACIFIC LONGSHOREMEN 

The case for the inclusive coast-wide unit is very strong. It is 
supported by the long efforts of the longshoremen to organize 
and bargain collectively for the Pacific Coast as a unit; by the 
coast-wide organization of the employers, owing to the uniformity 
of problems and the degree of integration of operations between 
the different ports, which makes necessary similar organization 
of the men for equality of bargaining power; and by the success 
of bargaining on the coast basis, in contrast to its weakness when 
tried by separate ports. Finally, the principle of majority rule 
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supports the more extensive unit wanted by the union of which 
a great majority of the Pacific Coast longshoremen are members. 

On the other hand, the case for permitting self-determination 
to the three dissenting ports rests firmly on the separateness 
in fact of these ports in their organization and collective bargain- 
ing. The local unions in these ports maintained their A.F. of L. 
status for four years, in spite of the change of affiliation of the 
other Pacific Coast locals and in spite of the board’s certification. 
Collective bargaining on a local basis has been a fact. The coast 
agreement was in effect only to the extent that the local union 
accepted its standards. These ports remained separate units, by 
the will of the local unions and the acquiescence of local employ- 
ers, in spite of the legalities of the situation. Despite the strong 
argument for unity in organization and bargaining, union rivalry 
had already disrupted that unity, and the “workable and stabi- 
lized bargaining relationship” seen by Mr. Smith was not effective 
in the dissenting ports, a fact recognized by the majority. The 
resulting danger that employers may play off one port against 
another cannot be obviated by government fiat but only by ef- 
fective union action. 

Moreover, the nature of the collective-bargaining process argues 
for self-determination of localities in such cases as this. Collective 
bargaining involves administration and enforcement, as well as 
setting standards in the agreement itself. It can be effective only 
when resting firmly upon strong local organization. It cannot be 
imposed from above, against the wishes of organized local groups, 
by forcing them into a different union. The board’s certification 
failed to extend the coast unit, in practice, to these ports; and 
when an issue was made of their separateness, a strike resulted. 
An attempt to coerce these functioning locals would have meant 
disruption of collective bargaining. 

Finally, the dynamic character of labor organization and col- 
lective bargaining argues that in all probability the broader unit, 
ideally more effective, will come of itself in time. Collective bar- 
gaining tends to expand to broader areas. A government-imposed 
broader unit might, by the resentment created, delay the process 
by which workers of themselves choose the most effective unit. 
The inclusive coast-wide unit can become effective whenever the 
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dissenting locals choose to join. Moreover, disruption of the ex- 
isting broad unit by withdrawal of locals now included in the 
coast-wide unit would be prevented by the board, as its decision 
clearly indicated.*’ 

Consideration of the practicalities of this case and of the nature 
of the collective-bargaining process forces the writer to the con- 
clusion that the majority of the board was right in permitting the 
longshoremen of these ports to decide for themselves whether to 
be included in the coast-wide unit. Such a decision seems most 
consonant with the long-run aim of promoting effective collective 
bargaining and peaceful relationships. 


B, THE PITTSBURGH PLATE GLASS CASE 

The issue here is the right of self-determination of the em- 
ployees of a single plant, as against the interest of the employees 
of all plants in a company-wide bargaining unit. The situation is 
essentially similar to that in the Libbey-Owens-Ford case.** The 
Pittsburgh Plate Glass Company case involved the representa- 
tion of employees in six plants of the flat-glass division, including 
the plant at Crystal City, Missouri. The board in January, 1939, 
found a division-wide unit appropriate and the C.I.O. Federation 
of Flat Glass Workers, which had a majority of the workers in all 
plants except Crystal City, the authorized bargaining agent.” 
Although a petition for a separate unit was signed by 1,300 of the 
1,600 employees at the Crystal City plant, their wishes were held 
not conclusive in view of the evidence indicating the suitability 
of the broad unit, and in view of the fact that the Crystal City 
Union had been held to be company dominated.** When a charge 
of unfair labor practices was brought against the company for re- 
fusal thereafter to deal with the Federation for Crystal City, the 
board reaffirmed its previous finding as to the appropriate unit, 
Mr. Leiserson dissenting.** The decision was upheld by the Su- 
preme Court, on April 28, 1941, as within the discretionary 
powers of the board and based on adequate evidence.” 

87 Above, pp. 446-47. ** Above, pp. 332-33, 337-38. 10 N.L.R.B. 1111. 

9° 8 N.L.R.B. 1210; enforced in 102 F. (2d) 1004. 9% 15 N.L.R.B. 515. 

* 313 U.S. 146. Justices Stone, Hughes, and Roberts dissented. Earlier in the 
same week, on April 23, 1941, the board had reversed its policy, in Libbey-Owens- 
Ford, 31 N.L.R.B. No. 38. 
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The present discussion is concerned not with legal aspects but 
with the economic question whether the inclusion of the dissent- 
ing Crystal City employees in the division-wide unit was good 
judgment, calculated to insure to employees the full benefits of 
their rights under the Act. The economic case for the more ex- 
tensive unit rests first upon the community of interest of the em- 
ployees of all plants and their need to present a united front to the 
employer, if collective bargaining is to be most effective. It is 
supported by the fact that the C.I.0. Federation had since 1933 
attempted to organize and to bargain on a division-wide basis, 
that it achieved a majority in all other plants and some member- 
ship in the Crystal City plant, and that its agreements from 1934 
covered its members in all plants, until in 1937 by company in- 
sistence the Crystal City plant was excluded. It is apparent that 
a separate unit at one plant might hamper the bargaining efforts 
of the majority. Finally it is held that, since the Crystal City 
Union had been earlier found to be “company dominated,” it does 
not now represent the free choice of employees, and its wishes 
could be disregarded. 

There is, however, a strong case for permitting such a local 
group to choose whether or not to be included in the broad unit. 
The history of collective bargaining at that plant was entirely 
local, through the employee representation plan and later the 
Crystal City Union. The Federation’s division-wide contracts 
were for its members only. It never had a substantial member- 
ship at Crystal City, and that plant was expressly excluded in the 
contract since 1937. Moreover, separate local organization per- 
sisted, and the board’s order imposed upon that distinct group 
of workers a representative whom they had not chosen. Collective 
bargaining is never a reality in a local plant without a functioning 
local union to administer it. To impose a collective-bargaining 
system, however ideal, upon an unwilling group of workers is 
“thoroughly impractical” from the standpoint of good industrial 
relations.%* Finally, the history of collective bargaining in many 

%3 See Mr. Leiserson’s dissent in 15 N.L.R.B. 515. 

* Cf. the testimony of Mr. Leiserson before the Smith Committee: “If I get the 


reasoning of the majority of the Board, the fact that another union represented the 
people in the other plants would make no difference; in fact that is what happened 
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companies indicates the probability that such isolationism would 
be temporary only and would be ended by the free choice of the 
employees concerned as the advantages of bargaining on the 
broader basis become evident. 

The conclusion is strongly indicated, that the revised judgment 
of the board, in its Libbey-Owens-Ford and second Pacific long- 
shoremen’s decisions, permitting local determination of the ques- 
tion whether the local group is to be included in the broad unit, 
is more in accord with the realities of collective bargaining than 
the position taken earlier in the Pittsburgh Plate Glass case. 
Local self-determination is more conducive to effective collective 
bargaining in the long run, since healthy democratically func- 
tioning local organization is essential to the success of collective 
bargaining. 

C. THE STEVENS COAL COMPANY CASE 

The issues are somewhat different when the request of a plant 
or mine group for a separate bargaining unit would, if granted, 
break up an established system of collective bargaining. The 
board has refused to permit such separate units.°° The Stevens 
case, which illustrates the issues, was one in which the Progressive 
Miners petitioned for separate units for two mines in the anthra- 
cite industry. Here a very strong case can be made for the con- 
tinuance of the existing system of bargaining for all operators as 
a group, which had resulted in substantial achievement in stabi- 
lizing the industry and improving labor conditions. There was 
grave danger of the return of chaotic conditions in the industry, 
if standards were not established on a market-wide basis and ef- 
fectively maintained. On the other hand, the desirability of per- 
mitting local self-determination to separate groups is at least sug- 
gested by the fact that in both mines involved the employees had 


. .in the Pacific Coast longshoremen’s case. I could not agree with that, even 
if the law . . . . authorized it. I think it is thoroughly impractical and could not 
have been intended, because you cannot designate a representative to bargain for 
plants or ports where the people at those plants and ports belong to another organi- 

It is just a matter of difference of opinion as to what is practical and 
sound in dealing with these labor relations questions” (Special Committee To 
Investigate the National Labor Relations Board, House of Representatives [76th 
Cong., 2d sess.], Hearings [December 11, 1939], I, 138). 

% Above, pp. 343-44- 
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given up their affiliation with the United Mine Workers and had 
affiliated with the Progressive Miners, and that evidence was pre- 
sented of the failure of the U.M.W. effectively to maintain the 
standards set in the agreement. The need for local rank-and-file 
activity in enforcing standards is clear. 

In such cases the merits depend upon the question: “Is the 
system of collective bargaining actually operating over the area 
in dispute?” If so, good policy requires that the board should not 
permit its disruption by the pulling-out of local groups. The 
board should not encourage raiding of established collective-bar- 
gaining systems from outside. If, on the other hand, the old sys- 
tem has already broken down, as shown by evidence of lack of 
enforcement and substantial secessions of local groups from the 
old union, the case is more doubtful. One of the purposes of the 
Act is to remove the evils resulting from lack of stabilization of 
competitive wage rates and working conditions.” If collective 
bargaining on the broad-unit basis no longer is achieving this 
result, it is not impossible that a narrower unit would temporarily 
be more effective. Collective-bargaining history is an insufficient 
basis upon which to determine that the broad unit is appropriate, 
if actual functioning organization is not coextensive with the unit. 
Nothing would be gained by attempting to freeze a situation 
which was in the process of change from within. In an extreme 
case it would appear reasonable to apply the principle of local 
self-determination, in spite of the history of collective bargaining 
on an association-wide basis.%’ 

% National Labor Relations Act, sec. 1. 

97 The facts given and the reasoning in the Stevens decision appear to the writer 
inconclusive as to the merits in this case. Chairman Madden’s testimony on this 
and the Alston case before the Smith Committee also seems to carry an implication 
of some uncertainty. The board, he said, had not thought it its duty, or the part of 
wisdom, “to assist in the process of tearing down an arrangement which had been 
built up and used over a longer period of time, and which certainly, as we interpret 
the statute, we were not required to tear down. [Before doing so the coal operators 
and the communities and the miners ought to be consulted. It was] an extremely 
dynamic situation .... it ought to have the most serious consideration before 
it is perhaps disrupted” (Special Committee To Investigate the N.L.R.B., op. cit., 
XIV, 3011). He said also, as to whether an association unit could be broken up by 
employers or employees, tentatively: “I don’t quite see how the Board could say 
there is an association which comes within the definition of the statute if, in fact, 
the association is broken up or if a particular member of the association has lawfully 
withdrawn from it” (ibid., XV, 3174). 
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CONCLUSIONS 

The National Labor Relations Board in determining the units 
appropriate for collective bargaining, in order to effectuate the 
policies of the Act and to insure to employees the full benefit of 
their right to self-organization and collective bargaining, must 
give full consideration to all the factors in each case and to the 
nature of collective bargaining itself. For collective bargaining 
to function most efficiently, it needs to be coextensive with the 
competitive area, lest standards be broken down. Moreover, for 
the equality of bargaining power essential if workers are to have 
the full benefit of their right to self-organization and collective 
bargaining, they need to parallel employers in the extent of their 
organization. Accordingly, broad agreements are desirable, com- 
pany wide to avoid competition between employees of different 
plants, and industry wide to avoid competition based on cutting 
of labor standards. Increasingly numerous examples of such ex- 
tensive agreements reflect a constructive trend which should be 
encouraged whenever possible by the board. 

On the other hand, effective collective bargaining needs well- 
functioning local union organization for the administration of 
agreements. There is, therefore, a strong case for local self-deter- 
mination in the choice of representatives and as to inclusion in 
broader units. To impose any system of industrial relations 
against the will of a distinct local group of workers is a danger- 
ously antidemocratic precedent. Coercion cannot create the 
healthy, democratic local organization which is necessary if day- 
to-day industrial relations are to be satisfactory. Rather, rank- 
and-file interest and activity, responsibility of union officers to 
their members, and responsibility of the union in maintaining its 
agreements are all closely related to the degrée to which the union 
reflects the free choice of the workers. 

The decisions of the board must weigh the balance between the 
interest of local groups in self-determination, and the interest of 
all employees, and of employers, in a bargaining area broad 
enough to be effective. The board should, as it normally does, 
find appropriate the widest unit coextensive with union organiza- 
tion and desires, if suitable in the light of the organization of the 
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business and permitted by the Act. But in the controversial cases 
where the more extensive unit would impose representation on 
separate plants or localities against the will of their employees, 
the later policy of the board to permit local self-determination 
appears wise. The board should not extend the bargaining unit 
beyond the existing extent of labor organization, however ideal 
the broader unit. A long-run view indicates the wisdom of relying 
upon the evolution of labor organization to bring the most effec- 
tive bargaining unit, even if the process is less rapid than might 
be possible under government-determined units. This process of 
expansion of the bargaining area, through organizing and in some 
cases winning National Labor Relations Board elections in suc- 
cessive plants, is typical of recent union history, occurring in 
many companies, as, for example, in General Motors.®* The type 
of broad collective bargaining achieved through such growth of 
union organization rests soundly upon rank-and-file support and 
has a correspondingly good chance of stability and effectiveness.” 
Labor relations in the United States are in a highly dynamic 
phase. Competition between unions has increased organization 
and in some cases made workers more aware of shortcomings of 
existing unions or their form of organization. The board can and 
should recognize changes in the form and method of organization 
which promote effective collective bargaining. It should, how- 
ever, make every effort to avoid bureaucratic determination of 
the form of collective bargaining. It should rely instead upon the 
democratically determined choice of the employees themselves. 
It should, moreover, avoid freezing the status quo. It should per- 
mit change in the bargaining unit, as well as in the bargaining 
agent, when clearly the desires of workers have changed. When 
% United Automobile Workers, C.I.0., report 60 General Motors plants under 
contract in 1940, and 81 in July, 1941 (United Automobile Worker, August, 1941). 


%” The above reasoning supports as sound and consistent the recent decision of 
the board ordering elections in 14 Ford plants in Michigan, upon A.F. of L. peti- 
tion, in spite of the company-wide closed-shop agreement signed with the U.A.W.- 
C.1.0. in June, 1941, after it won elections in 2 large plants (New York Times, 
October 15, 1941, p. 1). The U.A.W.-C.I.O. won in all 14 plants, receiving 
2,178 votes to 70 for the A.F. of L. and 104 for neither union (United Auiomobile 
Worker, December 15, 1941), thus affording another example of a broad bargaining 
unit soundly established on the basis of local union majorities. 
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it is necessary to choose between reliance upon the choice of the 
majority of a larger group, and of a smaller group, the decision 
should be made in the light of the necessity for sound local or- 
ganization and industrial relations as the basis for effective collec- 
tive bargaining. 

The rivalry between the A.F. of L. and the C.1.0. has not been 
considered as such in these pages, since each organization has 
appeared on each side of the fence. Conflict between the two on 
the scope of the bargaining unit has been involved in only a 
minority of all the cases involved here.**® The political difficulty 
of choosing between the claims of two powerful groups, however, 
gives additional support to the policy, valid on other grounds, of 
leaving disputed cases to be determined as far as possible by the 
democratic choice of the local groups involved. 

The complexities inherent in the determination of the unit ap- 
propriate for collective bargaining under the National Labor Re- 
lations Act make it impossible satisfactorily to apply any uni- 
versal formula to all the variety of cases. This is clearly a type 
of problem which can most wisely be left to the discretion of an 
administrative agency under the general direction of the Act. 
The record shows that, in carrying out the public policy declared 
by the Act, the board is threshing out policies in regard to the 
geographic extent of the collective-bargaining unit which are suit- 
able to a democratic and dynamic labor movement in a free- 
enterprise economy.'™ 


100 Dispute between A.F. of L. and C.I.O. unions as to the scope of the employer 
unit was involved in only 59 cases, of which the A.F. of L. won 40 and the C.LO. 19. 
Among all the employer unit cases—246—studied here, including 19 in which A.F. 
of L. and C.I.0. were agreed on the unit, aad omitting cases where the unit was de- 
pendent upon election results, the A.F. of L. won its contention for a broad unit in 
46 cases and for a narrow unit in 50 cases, while the C.I.O. won a broad unit in 89 
and a narrow unit in 30 cases. 

01 Cf. discussion of some of these questions by R. A. Nixon, “Appropriate 
Collective Bargaining Units in National Labor Relations Board Decisions,” Harvard 
Business Review, spring, 1939, pp. 317-25; and in Committee on Education and 
Labor, United States Senate (76th Cong., rst sess.), Hearings on National Labor 
Relations Act and Proposed Amendments (July 11, 1939), pp. 2957-62; see also 
Joseph Rosenfarb, The National Labor Policy and How It Works (New York, 1949), 
chap. xii; and International Juridical Association, Monthly Bulletin, November, 


1941, pp. 52-50. 





THE LIFE AND WRITINGS OF JOHN WHEATLEY: 


FRANK WHITSON FETTER 
Haverford College 


TUDIES of receni years on the English monetary contro- 
versy of the Bank Restriction period have shown that Ri- 
cardo originated little, if any, of the monetary theory that 

tradition has associated with his name.? With this has come a 
recognition of the significance of the writings of a number of Ri- 
cardo’s contemporaries, in particular Henry Thornton and John 
Wheatley. Of Thornton there is a sketch in The Dictionary of 
National Biography, and the recent reprint of his Paper Credit of 
Great Britain’ has an introduction by Professor Hayek that gives 
an excellent picture of the man. But of John Wheatley virtually 
nothing has been known. The short article on Wheatley by J. D. 
Rogers in Palgrave’s Dictionary of Political Economy is limited in 
biographical details to the simple statement “‘fl. 1803-22,”’ and 
it lists only four of the nine works he is now known to have pub- 
lished. The only information available about Wheatley, other 
than his published works, was a letter from Ricardo sent to 
Wheatley at Shrewsbury, a town in the west of England, in Sep- 
tember, 1821, in acknowledgment of the receipt of Wheatley’s 
book given to the public early in 1822.4 This letter, which led 

* The material for this article was collected while the author was on a fellowship 
of the John Simon Guggenheim Memorial Foundation. 

? Among these studies may be mentioned J. H. Hollander, ‘““The Development of 
the Theory of Money from Adam Smith to David Ricardo,”’ Quarterly Journal of 
Economics, XXV, 429-70; Jacob Viner, Canada’s Balance of International Indebted- 
ness, 1900-1913 (Cambridge, 1924), pp. 191-202, and Studies in the Theory of 
International Trade (New York, 1937), chap. iii; James W. Angell, The Theory of 
International Prices (Cambridge, 1926), chap, iii; and Norman J. Silberling, “‘Finan- 
cial and Monetary Policy of Great Britain during the Napoleonic Wars,” Quarterly 
Journal of Economics, XX XVIII, 397-439. 

3An Enquiry into the Nature and Effects of the Paper Credit of Great Britain 
(1802). Edited with an introduction by F. A. v. Hayek (London and New York, 


1939). 
4 This is published in Letters of David Ricardo to Hutches Trower and Others, ed. 
James Bonar and J. H. Hollander (Oxford, 1899), pp. 159-61. 
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Professor Hollander to identify Wheatley as “‘of Shrewsbury”’s 
and other economists to make a similar suggestion to me in cor- 
respondence, proved, as further information became available on 
Wheatley, only to add to the mystery surrounding his life. 

When I was in England in 1937 the chance location in Burke’s 
Landed Gentry of a John Wheatley led to the identification of 
Wheatley the economist, the turning-up of a substantial amount 
of material, and the identification of two pamphlets by him which 
had been unnoticed before. 


I 


John Wheatley® was born in Erith, Kent, a few miles east of 
London, on October 22, 1772, of a prominent landed and military 
family, who, until 1875, were the lords of the Manor of Erith.’ 
His father, William Wheatley, was a high sheriff and deputy lieu- 
tenant of Kent; his older brother, William, served as a major 
general in the Peninsular Campaign under Wellington; a younger 
brother, Sir Henry Wheatley, was for many years attached to the 
courts of William IV and Queen Victoria. 

In 1790 Wheatley entered Oxford as a member of Christ 
Church, at that time one of the Oxford colleges most in favor with 
aristocratic families and one whose sons played a prominent part 
in the affairs of India. After receiving his B.A. in 1793, he was 
admitted to Lincoln’s Inn, and in 1797 he was called to the bar. 
Two years later Wheatley was married to Georgiana Lushington, 
daughter of William Lushington, who was a member of Parlia- 


5 Op. cit., p. 463. 

6 This information on Wheatley’s life is based on a number of sources, including 
Burke’s Landed Gentry, Alumni Oxonienses, the records of Christ Church and Lin- 
coln’s Inn, the London Law List, Boyle’s Court and Country Guide, and particularly 
the records of the East India Company in London. Many of the statements about 
Wheatley are based not on any single source but represent a piecing-together of 
material from various sources and a checking of these bits of information against 
each other. In order to avoid an excessive number of footnotes, I have confined my 
references to the more important details. 

7 When I visited Erith in 1937, a leading “‘pub” in the town was the Wheatley 
Arms. This gives to Wheatley a distinction shared, to my knowledge, by only one 
other British economist, Adam Smith, of having his name thus immortalized in the 
place of his birth. 
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ment for the city of London from 1795 to 1802 and brother of Sir 
Stephen Lushington, formerly president of the East India Com- 
pany. Wheatley’s father-in-law at one time was in India in the 
Bengal Civil Service and evidently was a man of prominence in 
the commercial life of London.* A second cousin of Wheatley’s 
wife, Stephen Rumbold Lushington, was also a member of Parlia- 
ment and was the presiding officer in the House of Commons dur- 
ing the debates on the Bullion Report in the spring of 1811. 

In 1803 Wheatley® published his first book, Currency and Com- 
merce, which was followed two years later by a brochure on Brit- 


§ Lushington, as the chairman of the Committee of Merchants of London that 
in March, 1797, had petitioned the Bank of England to be more liberal in its dis- 
counts, was a witness before the Lords Committee of 1797 investigating the re- 
striction of payments by the Bank (Report of the Lords’ Commitiee of Secrecy. 
Ordered To Be Printed 28th April 1797, pp. 80-81). 

9 Wheatley’s publications so far as is known are: 

Remarks on Currency and Commerce. London: Printed by T. Burton, Little 
Queen St., for Messrs. Cadell and Davies, Strand, 1803. Pp. 260. 

Thoughts on the Object of a Foreign Subsidy. London: Printed for T. Cadell and 
W. Davies, Strand, 1805. Pp. 46. 

An Essay on the Theory of Money and Principles of Commerce, Vol. I. London: 
Printed for T. Cadell and W. Davies, Strand, by W. Bulmer & Co., Cleveland Row, 
St. James, 1807. Pp. 379. Vol. II: London: Printed for T. Cadell, Strand, by 
J. Watton, Shrewsbury, 1822. Pp. 231. 

A Letter to Lord Grenville, on the Distress of the Couniry. London: Printed for J. 
Ridgway & Sons, Piccadilly, 1816. Pp. 87. 

A Report on the Reports of the Bank Committees. Shrewsbury: Printed by W. 
Eddowes, Corn Market. Sold by Longman, Hurst, Reese, Orme and Brown, Pater- 
noster Row, London, 1819. Pp. 51. 

Letter to the Rt. Hon. Charles Watkin Williams Wynn, President of the Board of 
Control, on the Latent Resources of India. (No place of publication on title-page but 
letter dated Calcutta, June 15, 1823.) Pp. 26. The apparently unique copy of this 
pamphlet in the library of the East India Company in London has hitherto been 
unnoticed. 

A Letter to His Grace the Duke of Devonshire on the State of Ireland, and on the 
General Effects of Colonization. Calcutta: Printed at the Baptist Mission Press, No. 
11, Circular Road, 1824. Pp. 143. The first reference to this book was in the London 
Bibliography of the Social Sciences in 1931. Until recently the only known copy was 
at University College, London, but in 1941 the University of Chicago acquired a 
copy. 

Tempora praeterita: Or, More Currency and More Corn. Cape Town: Printed 
by W. Bridekirk, Heeregracht, 1828. Pp. 30. This was published anonymously, 
but Wheatley admitted the authorship at the time in correspondence. See below, 
Pp. 363, in regard to the identification of this pamphlet. 
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ish foreign policy and by a more extensive work on money and 
foreign exchange in 1807. The two works on money and foreign 
exchange attracted considerable attention at the time, and they 
are the books of Wheatley most frequently referred to now. 
Wheatley apparently published nothing between 1807 and 1816," 
but in the following thirteen years he published six more works, 
two of which appeared in India and one in South Africa. 
Between Wheatley’s marriage in 1799 and his departure for 
India twenty-three years later, we have only fragmentary bits of 
information as to what he was doing or where he was living. An 
unpublished letter from Francis Horner to Francis Jeffrey," the 
editor of the Edinburgh Review, dated April 19, 1803, commenting 
on Wheatley’s first book, refers to him as “a young lawyer.”’ It is 
not certain, however, whether Wheatley ever practiced law in 
England, and, in any case, whatever active connection he had 
with the law must have been short.” As one fits together the evi- 
dence from various sources, three points stand out in regard to 


1° It is strange that a man who put pen to paper as readily as Wheatley did should 
have published nothing in these years when the monetary controversy was at its 
height in England. It is possible that he was the author of the anonymous pam- 
phlets: The Real Cause of the Depreciation of the National Currency Explained, and 
the Means of Remedy Suggested (London, 1810), and A Letter to Wm. Huskisson, Esq. 
M.P. on His Late Publication. By a Proprietor of Bank-Stock (London, 1811). From 
statements in the second pamphlet it is evident that the two were written by the 
same person. W. S. Jevons, in his Bibliography in Investigations in Currency and 
Finance (London, 1884), attributes the 1810 pamphlet to “P. Carey,” and in 1885 
Halkett and Laing, on the authority of Henry B. Wheatley, attribute it to ‘‘Peter 
Carey.” There is no evidence as to who “‘Carey’”’ was or on what ground the 
pamphlet was originally attributed to him. The style, the economic analysis, and 
even some peculiarities of expression in both of these publications are strikingly sug- 
gestive of Wheatley. The Bank of England, in response to my ‘nquiry, writes that 
no one named John Wheatley or Peter Carey was a stockholder in 1810 or 1811, 
but this would not necessarily rule out either Wheatley or Carey as the author of 
these pamphlets. 

t Tam indebted to Lady Eleanor Langman, the grandniece of Francis Horner, for 
permission to inspect the Horner papers in 1938. They include many letters which 
do not appear in The Memoirs and Correspondence of Francis Horner, M.P. (Lon- 
don, 1843), edited by his brother, Leonard Horner. 

*2 The name John Wheatiey is in the London Law List from 1797 to 1801 under 
the address, 1 Fig-Tree Court; from 1802 to 1806 the name appears without address; 
after 1806 the name does not appear. 
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Wheatley’s life: that he had some connection with the West India 
trade, that he met with financial difficulties, and that he had 
some association with the Grenville family. 

The Lushington family had extensive interests in the West 
Indies, and Wheatley acted as agent for the Lushingtons in ob- 
taining consignments," although it is not clear how extensive his 
operations were or how long they continued. This activity of 
Wheatley gives added point to Wheatley’s interest in the colonial 
trade, his constant emphasis, starting with his first book and con- 
tinuing through to his anonymous pamphlet of 1828, that the 
benefits of colonies come from the possibility of securing more and 
cheaper imports, and his attacks on the restrictions of the mer- 
cantile system. 

Wheatley was in financial difficulties in India and in South 
Africa."* His migration to India in 1822 also suggests financial 
troubles, and there is strong circumstantial evidence that the 
wandering life he seems to have led for a good many years before 
his departure for India was due to financial difficulties." 

There is evidence to suggest that Wheatley resided in France, 
probably in Calais, for a time, but there is nothing to indicate 
the period of this residence or what his activities there were. The 
association of Wheatley with Shrewsbury only adds to the mys- 
tery of his life. The following-up of every possible lead failed to 

3 This is clear from the records of a chancery proceeding involving a suit of 
John Wheatley and his wife, Georgiana Lushington, against her family in 1817 
(Wheatley v. Tilson, February 17, 1817, Roll 3780, Public Records Office). 

William Lushington, “Agent for the Island of Grenada,”’ presumably Wheatley’s 
father-in-law or his brother-in-law, published in 1808 a brochure on The Interests of 
Agriculture and Commerce Inseparable, which was a defense of the economic interests 
of the West Indian planters. 

"4 See below, pp. 363-64. 

's The records of the common pleas court, beginning in 1800, and continuing up 
to 1817, show some twenty-seven suits for unpaid debts against “John Wheatley, 
Esq., late of Westminster.”’ In no single case can this John Wheatley be identified 
positively as the economist, but the facts that the codefendant with John Wheatley 
in several of the earlier cases had the same name as a brother or brother-in-law of 
the economist and that an examination of the records for several years before 1800 
and after 1817 reveals no similar cases involving any John Wheatley of West- 


minster is, when taken in conjunction with Wheatley’s later financial difficulties, 
strong reason for believing that he was also in financial difficulties in these years. 
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reveal any connection of Wheatley with that town” beyond the 
Ricardo letter and the fact that his books were printed there in 
1819 and 1822. 

Throughout his life Wheatley had some association with the 
Grenville family, although the exact nature and extent of the 
connection is not clear. Lord Grenville was a Christ Church man, 
and his nephew, E. W. W. Wynn, was at Christ Church with 
Wheatley. Wheatley dedicated his book of 1807 to Lord Gren- 
ville, who was then prime minister; in 1809 he participated ac- 
tively in the successful campaign on behalf of Lord Grenville for 
the post of chancellor of Oxford University against the Duke of 
Beaufort.'? In 1816 Wheatley’s pamphlet on The Distress of the 
Country was in the form of a letter to Lord Grenville, his pam- 
phlet on India in 1823 was a letter to E. W. W. Wynn, and he 
sent copies of his anonymous pamphlet of 1828 to Lord Grenville 
and several other members of the Grenville family." 

In May, 1822, Wheatley, at the age of fifty, left for India “for 
the purpose of practising as a Barrister in the Supreme Court of 
Judicature.’’*® Shortly after his arrival in Calcutta in September, 


*6 There is no evidence that either Wheatley’s family or his wife’s family had any 
connection with Shrewsbury or even with that section of England. The records of 
the Shrewsbury School and of the borough of Shrewsbury contain no references to a 
John Wheatley, nor did a search through the files of the Shrewsbury paper, the 
Salopian Journal, for the years 1819-22 turn up any information about him. Cor- 
respondence with two men in Shrewsbury interested in local history revealed noth- 
ing, and letters published in the Shrewsbury newspapers and in Shropshire Notes 
and Queries asking for information on Wheatley were of no avail. 

*7 Eight letters relating to Wheatley’s participation in this campaign are repub- 
lished in the “Historical Manuscripts Collection,” Report on the Manuscripts of J. R. 
Fortesque, Esq. Preserved at Dropmore, Vol. TX (London, 1915). Passisa, pp. 379-428. 

*8 A tempting hypothesis with, I must admit, no direct evidence to support it, is 
that the Shrewsbury associations of Wheatley were in some way connected with his 
relations to the Grenville family. Shrewsbury was the nearest large town to the 
estate in Wales of E. W. W. Wynn, and if Wheatley had been performing any po- 
litical or literary services for the Grenvilles, or if the Grenvilles had been providing 
a refuge for him in a time of financial distress, there would be a plausible explana- 
tion for his presence in Shrewsbury. 

19 East India Company Court Book (April 24, 1822), CXXX, 42. The permission 
to go to India was originally (March 27, 1822) under a “‘Free Merchant’s Inden- 
ture,” and then a month later he gave up this “indenture” and received permission 
to go as a barrister. The necessary bond was posted by his mother and his younger 
brother, later Sir Henry Wheatley. 
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Wheatley appeared as lawyer in three cases, but from then on 
there is no record of participation in any court case. Beginning 
in 1825 his name appeared in the India Register as the “sworn 
clerk”’ of the supreme court. It is probable that this position was 
a sinecure,”° as Wheatley continued to hold it during an extended 
absence in South Africa.” 

In the latter part of 1827 Wheatley went to South Africa and 
resided there for about a year, during which time he published 
an anonymous pamphlet, Tempora praeterita,* denouncing the 
monetary policy of the British government and advocating free 
trade in corn. He apparently left the Cape late in 1828, presum- 
ably going to India, and then returned to South Africa in No- 
vember, 1829.73 In the following July he departed for England 
leaving, in addition to unpaid debts in the Cape to be settled by 
his son-in-law, a dispute that stretched on for years between the 
London, Cape of Good Hope, and Calcutta offices of the East 
India Company, as to who was responsible for the return to India 

2¢ A letter, signed ‘“‘Mercator,” published in the Quarterly Oriental Magazine, Re- 
view and Register, December, 1825, p. xxxvi, is worth citing in this connection. 
The writer speaks of the “‘public abuse in connection with the appointment of 
Supreme Court attornies, and the permission which has been granted to the Judges 
to take out their sons and protégés to India, for the purpose of giving them situa- 
tions in the Court, or permitting them to practice at the Bar.” 

** Wheatley’s position ‘‘was declared vacant”’ in October, 1830, “the Court hav- 
ing received notice that Mr. Wheatley had departed beyond the Cape of Good 
Hope, which was the limit of its jurisdiction.” (“Records of Supreme Court for 
October 27, 1830,” Calcutta Monthly Journal, October, 1830, p. 273). 

*21 am indebted to Mr. D. Kashnor, of the Museum Bookstore in London, for 
calling to my attention and permitting me to photostat two letters in his possession 
written by Wheatley in 1828 to Sir Richard Bourke, lieutenant-governor of the 
Cape of Good Hope. It was these letters that enabled me to run down in the Port 
Elizabeth Public Library in South Africa the pamphlet Tempora praeterita. Sir 
John Sinclair had attributed this to Wheatley (Thoughts on Currency (London, 
1829], pp. 62, 82) and quoted from it, but neither the Library of Congress Union 
Catalog nor the National Central Library in London had a record of this publica- 
tion. Through the courtesy of the Port Elizabeth Public Library I obtained a photo- 
stat of the copy in their possession, and my references are taken from this photostat 
copy. I have since discovered copies in the Kress Library at Harvard University 
and the library of the University of Pennsylvania. 

*3 Items in the South African Commercial Advertiser for November 11, 1829, and 
July 28, 1830, are my authority for placing Wheatley’s return to the Cape at that 
time. 
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of Wheatley’s two native servants, who had been left stranded 
in South Africa.** Wheatley died at sea on August 13, 1830. A 
memorial tablet to him is in the Wheatley Chapel of the Erith 


parish church. 
II 


The feature of Wheatley’s monetary writing that has attracted 
most attention was his uncompromising statement of the equality 
of price levels in all countries, even in the face of disturbances in 
the commodity trade or the transfer of foreign subsidies. The 
views expressed in his books of 1803 and 1807 were substantially 
those later advanced by Ricardo. Ricardo nowhere makes any 
reference to Wheatley, and there is no proof that he was in- 
debted to Wheatley for his ideas. Yet contemporaries, as well 
as more recent critics, were struck by the close similarity in the 
views of these men.*> Wheatley and Ricardo agreed in their con- 


24 The notice of Wheatley’s son-in-law that all claims against Wheatley be for- 
warded to him was published in the South African Commercial Advertiser for July 
28, 1830; the dispute over the native servants appears in 1830-34 in ‘Cape of Good 
Hope Factory Records,” “‘Bengal Letters Received,” and “India and Bengal Dis- 
patches,” in the East India Office in London. 

A letter from Calcutta to London, dated July 24, 1832, stated: “Mr. John 
Wheatley is supposed to have died at Sea, and no person has administered to his 
Estate at this Presidency, which is generally known to be insolvent.” “Bengal 
Letters Received—r119, 2 July to 28 Sept., 1832.” 

2s William Blake, who had made extensive reference to Wheatley in an earlier 
pamphlet of 1810 (Observations on the Principles Which Regulate the Course of Ex- 
change [London)) said in 1823: 

“«... Mr. Ricardo... . entertains such very peculiar notions on the subject 
of exchanges that I do not see how he can attain a correct view of the bearings of this 
question, for he seems to maintain in all his publications, that the variations of the 
exchange arise solely from the variations in the comparative values of the curren- 
cies of different countries, and does not admit that the exchange is dependent upon 
the balance of debts and credits. Mr. Wheatley, as far as I know, first stated this 
opinion in his work on the theory of money and commerce, and it seems to have 
been adopted in its full extent by Mr. Ricardo . . . . the opinions of these gentlemen 
are peculiar to themselves. . . .” (Observations on the Effects Produced by the Ex- 
penditures of Government (London, 1823], p. 26). 

John Rooke wrote in 1819: “‘Mr. Wheatley’s Essay on The Theory of money, 
which contains many just and important truths, gradually sunk into the minds of 
our statesmen, and prepared them for the arguments of Mr. Ricardo” (Remarks on 
the Nature and Operation of Money (London, 18109], p. 61). 

Among recent writers, Professor Viner in particular (Studies in the Theory of 
International Trade, pp. 138-41, 295-97), has pointed out the similarity of the 
theories of Ricardo and of Wheatley on prices and international adjustment. 
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clusion that international-trade disturbances or subsidy payments 
need not cause a specie flow, as opposed to the view held by 
Thornton, Malthus, and most of the other bullionists, that ad- 
justment would come as a result of price changes following a 
specie flow. There were, however, differences in thought, or at 
least in emphasis, not only as between Wheatley and Ricardo but 
even as within their own writings at different times. 

Wheatley held to an even more extreme form of the purchasing- 
power parity doctrine than did Ricardo. He repeatedly states 
that foreign remittances will make no change in the exchange- 
rate situation in the absence of a change in the monetary situa- 
tion, although the words “permanent” and “eventually,” by 
which he sometimes qualifies his statement, introduces the pos- 
sibility of a temporary fluctuation.” Although Wheatley did not 
develop the point, his view, except as generous allowance is made 
for the connotation of “permanent” and “eventually,” calls for 
a perfect elasticity in the foreign demand for English commodi- 
ties or in the domestic demand for imports—a clearly untenable 
assumption. 

It is simply a matter of degree to pass from this to the less ex- 


treme position that Ricardo took in his published writings and 
that also appeared in a letter to Malthus, that before gold would 
flow there would be an adjustment in the commodity trade suffi- 
cient to effect the transfers.”’ It is quite apparent, however, that 
the question whether the commodity adjustment would take place 


6“Tn no case, therefore, can our foreign expenditures have any power to effect 
a permanent variation of the standard of money by eventually preventing the intro- 
duction, or eventually causing the departure of a greater quantity than would 
otherwise have taken place” (Remarks on Currency and Commerce, p. 90). 

“The remittance of the subsidy would, therefore, be transacted by the dealers 
in bills, without the slightest innovation on the price of the exchange, which would 
regularly correspond with the respective value of money in the two places” (An 
Essay on the Theory of Money, 1, 180-81). 

“Nothing can alter the exchange that does not alter the state of prices, and 
nothing can alter the state of prices, the quantity of produce being the same, that 
does not alter the state of currency” (A Report on the Reports of the Bank Committees, 
Pp. 27). 

27“The High Price of Bullion,” in The Works of David Ricardo, ed. J. R. Mc- 
Culloch (new ed.; London, 1871), pp. 267-70; Letters of David Ricardo to Thomas 
Robert Malthus, ed. James Bonar (Oxford, 1887), pp. 18-19. 
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quickly enough and on a sufficient scale to obviate gold transfers 
would in practice depend both on the amount of the transfer and 
on the income and price elasticity of the foreign demand for the 
country’s exports and of the country’s demand for foreign prod- 
ucts. Of these implicit assumptions in regard to elasticity neither 
Ricardo nor Wheatley gives any analysis. 

Both Ricardo and Wheatley, however, in places abandon these 
doctrinaire views and slip over to another position involving a 
greater shift of thought than either of them seems to have real- 
ized. The view of Thornton** and Malthus’ was that large dis- 
turbances in the balance of payments would call for gold flows or 
exchange depreciation and the creation of international price dif- 
ferences to permit the commodity transfer to take place. Wheat- 
ley,*° as well as Ricardo, at times says that a gold flow or ex- 
change depreciation can be anticipated and the necessary price- 
level difference set up if there is a sufficient contraction in the 
means of payment. In the case of Ricardo, the significance of the 
shift is obscured by what amounts to a question-begging termi- 
nology, for he frequently makes the test of a redundant currency 
not the price situation but an exchange-rate situation. Proceed- 


ing from such a premise, any depreciation of exchange rates is 
ipso facto evidence of a redundant currency, regardless of the 
price situation.* 


28 An Enquiry into the Nature and Effects of the Paper Credit of Great Britain 
(London, 1802), chaps. v, viii, pp. 200-203. 

29 Edinburgh Review, February, 1811, pp. 342-46. 

3° “The opinion, therefore, that the departure of money is necessary for the pay- 
ment of a foreign expenditure, is wholly without foundation, as in every instance 
where a partial contraction of currency would raise the value of money in this coun- 
try !to a partial superiority above its value elsewhere, produce would invariably be 
preferred to specie” (An Essay on the Theory of Money, I, 182). 

3 “T cannot help thinking that there is no unfavourable exchange which may not 
be corrected by a diminution in the amount of the currency, and I consider this to 
afford a proof that the currency must be redundant for a time at least. Whilst the 
exchange is unfavourable it is always accompanied, though not always caused, by 
an excess of currency” (Letters of David Ricardo to Thomas Robert Malthus, pp. 
25-26). 

Testifying before the Secret Committee of the Commons in 1819, Ricardo said: 
“*.... Iam fully aware that there are other causes, besides the quantity of bank 
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The Wheatley-Ricardo doctrine in this modified form—that 
transfers need not affect exchange rates if sufficient monetary re- 
striction takes place—differs in nowise in its basic theory from 
the Thornton-Malthus position. Both sides agree that transfers 
and trade disturbances can have some effect on exchanges. Wheat- 
ley and Ricardo tacitly assume that the natural course for the 
monetary authorities to follow under such conditions is to restrict 
credit and try to hold exchange at par. Thornton and Malthus 
tacitly assume that the monetary authorities should not auto- 
matically deflate when large transfers or trade disturbances are 
putting pressure on the exchanges. Hence they conclude that the 
“cause”’ of the gold flow or the depreciation was the international- 
trade situation; whereas Ricardo and Wheatley conclude that 
the “‘cause’’ was an excess of currency. The basic disagreement 
is not as to what happens to exchange rates or prices when there 
is a disturbance in international trade but as to what the mone- 
tary authorities ought to do under such circumstances. The same 
comment might be made on much of the more recent controversy 
on the causes of exchange-rate fluctuations. A large part of the 
ink that has been spilled in the last quarter-century, ostensibly 


notes, which operate upon the exchanges; but I am quite sure, that from whatever 
cause a bad exchange arises, it may be corrected by a reduction in the amount of 
the currency” (Reports from the Secret Committee on the Expedience of the Bank Re- 
suming Cash Payments. Ordered, by the House of Commons, To Be Printed, 5 April 
and 6 May 1819, p. 133). 

Testifying before the Lords Committee in the same year, he made substantially 
the same statement but added: “. . . . it might not however be wise to make such a 
Reduction” (Reports Respecting the Bank of England Resuming Cash Payments. 
Communicated by the Lords, 12th May 1819. Ordered, by the House of Commons, 
To Be Printed, 12 May 1819, p. 200). 

The position of Ricardo in 1819 is virtually the view of Thornton in 1802: “TI 
conceive, therefore, that this excess, if it arises on the occasion of an unfavourable 
balance of trade, and at a time when there has been no extraordinary emission of 
notes, may fairly be considered as an excess created by that unfavourable balance, 
though it is one which a reduction of notes tends to cure” (An Enquiry into the 
Paper Credit of Great Britain (London, 1802], p. 130). Viner, some years ago, quoted 
this passage and compared it with a passage in Ricardo’s early writing to show the 
difference between the doctrines of Thornton and Ricardo (Canada’s Balance of 
International Indebtedness, p. 193). 
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on behalf of this or that theory of exchange-rate fluctuation, has 
really been the result of different judgments on the relative merits 
of monetary restriction or expansion in periods of international 
disturbance. 

Wheatley, if he did not originate, at least was the first to de- 
velop in detail another idea that is generally associated with Ri- 
cardo: viz., the influence of the monetary policy of one country 
on the world-wide purchasing-power of the precious metals. On 
several other points Wheatley’s thought was significant, not in 
the sense that there is evidence that it attracted much contem- 
porary attention, or even that it directly inspired later thought 
and legislation, but in that it showed an early appreciation by an 
original and independent thinker of some fundamental monetary 
problems with which economists of later generations were to 
struggle. He placed great emphasis on the evils of price-level 
changes, whether upward or downward; he insisted on the need 
to confine the note issue to a single agency; and he gave an analy- 
sis of the difference in the effect of price changes resulting from a 
change in the monetary supply or a change in population and the 
effect of price changes resulting from changes in productive effi- 
ciency. 

In his books of 1803 and 1807 Wheatley discussed in detail the 
evils of changing prices, and, although most of the discussion was 
devoted to the current problem of rising prices, he also touched 
on falling prices and suggested that their effects are even worse 
than the effects of rising prices.** This concern with the results 


3? This idea appears frequently in his books of 1803 and 1807. Asan example may 
be quoted his criticism of Smith’s view that an issue of convertible paper money 
had no effect on prices: “‘Had he, however, formed a more just conception of the 
functions of money, and constructed his inquiry on the basis of its constituting an 
uniform measure, he would have attained to the conclusion that the issue of paper 
might be increased in any given country to any extent, provided that the currency 
of other nations were augmented in a similar ratio to preserve the equivalency” (An 
Essay on the Theory of Money, I, 28). The same idea appears in 1822 in his plea for 
the postponement of resumption until prices in gold should be raised by new gold 
supplies and foreign-note issues (ibid., II, 133). 

33 “Tn order, therefore, to maintain the equity of existing contracts, it is essential 
that currency should vary as little as possible. But the evil attending a diminution 
is much greater than the evil attending an increase Great care, therefore, 
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of price changes led him in 1807 to suggest that long-term con- 
tracts be made on an index-number basis** “and that an increase 
or diminution of income should be allowed in conformity to the 
result.”’ In his later writings he was extremely critical of the evils 
of price changes, particularly price declines.* 

Wheatley’s opposition to price changes was based entirely on 
changes in the total monetary income and the effect on income 
distribution as a result of contracts calling for fixed monetary 
payments. Like Ricardo, Wheatley was interested in price 
changes only as they affected income distribution. He seems to 
have had in mind the conditions of production in agriculture. 
There is no trace of the idea, found in Thornton, of forced saving 
or of the influence of price changes upon the total volume of pro- 
duction as a result of the changing stimulus of profit fluctuation.** 


should be taken in the plan proposed for the reformation of our currency, that no 
considerable reduction be effected” (Remarks on Currency and Commerce, pp. 227- 
28). 

In 1807 his opposition to the note issues of country banks was partly on the 
ground that they were an inflationary influence, but he also opposed them because 
he believed that in time of crisis they had an “‘easy susceptibility of discredit” and 
were “an inefficient and dangerous medium” (An Essay on the Theory of Money, I, 
339). 

Wheatley’s early discussion of the evils of falling prices raises doubt as to the 
accuracy of Viner’s statement (Studies in the Theory of International Trade, p. 187) 
that Wheatley was “abandoning his original views” when in 1816 he stressed the 
evils of falling prices. 

34 An Essay on the Theory of Money, I, 328, 329. 

354 Letter to Lord Grenville, pp. 8, 22, 31, and passim; A Report on the Reports of 
the Bank Committees, pp. 29-32; An Essay on the Theory of Money, Vol. Il, chap v, 
passim; Tempora praeterita, p. 6. 

It is worth noting, however, that Wheatley’s discussion of price changes was 
read by Jeremy Bentham when he was working out one of the earliest versions of 
the doctrine of forced saving. F. A. v. Hayek, “‘A Note on the Development of the 
Doctrine of Forced Saving,” Quarterly Journal of Economics, XLVII (November, 
1932), 126-27. 

Bentham wrote to Dumont, his French editor, on March 22, 1804: “‘I had been 
working at, and thought to have finished, a concise view of the influence of money 
in the increase of wealth But, just now, I got returned from Trail my Thorn- 
ton and your Wheatley; and I see few ideas in my papers that are not to be found 
somewhere or other in their books” (The Works of Jeremy Bentham, ed. Sir John 
Bowring [Edinburgh, 1843], X, 413). 
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In his first book he wrote: 

....An increase of money, retained for internal circulation, has no 
effect, like an increase of produce, to augment the wealth of a nation... . 
an increase of money has no other effect than to cause its own depression. 

. 3? 


In 1807 he repeated and amplified the same idea: 


It has been frequently contended, that an increase of currency gives a 
stimulus to industry by the elevation of prices; but as the wages of labour 
are augmented only in proportion to the increase, and purchase no greater 
quantity of products after the addition than before it, no greater stimulus 
can in reality exist, and therefore no greater effect is likely to be produced 
by the deception There is, therefore, no foundation for the supposition 
that an increase of currency constitutes an increase of wealth.3* 


Writing in the period of falling prices, when there was widespread 
unemployment and stoppage of production, he said: 

The merest novice in political economy could have told them [the min- 
isters] that if the currency of the country were suddenly reduced from ten 
millions to five, produce would only sell for half what it sold for before. 
Prices must fall a half. The income of the farmers and the manufacturers 
must be reduced a half 


Probably as a reflection of Wheatley’s background, he was 


greatly concerned in his earlier writings over the effect of rising 
prices upon the social position of the landowner,*® but later he 


37 Remarks on Currency and Commerce, p. 17. 

38 An Essay on the Theory of Money, I, 40-41. 

39 A Letter to Lord Grenville, pp. 8, 9. 

Viner takes the view (Studies in the Theory of International Trade, p. 197 0.) 
that Wheatley, in later writings, recognized the effect of currency changes on the 
total volume of production. This, I believe, is a misreading on Viner’s part, for I 
can find nothing in Wheatley’s later writings to suggest that his views on this sub- 
ject were any different from those in his earlier writings. It is true that the refer- 
ence to “‘stagnation of trade” and “discharge of servants and labourers” (A Letier 
to Lord Grenville, p. 11) implies a reduction in real income, but Wheatley had used a 
similar phrase, ‘‘trade must stagnate”’ in 1803 (Remarks on Currency and Commerce, 
Pp. 227) in discussing monetary contraction. Nowhere does he explicitly discuss the 
effect of price changes on the amount of production, and the central thought in his 
discussion of such changes is always income distribution. In one of the few places 
where he ties up price changes with manufacturing instead of agriculture, he pic- 
tures the result of falling prices as the difficulty of carrying on business at a loss, 
rather than the stoppage of production (A Letter to Lord Grenville, p. 29). 


4° An Essay on the Theory of Money, I, 325. 
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stressed the fact that falling prices were particularly hard on the 
poor.** This emphasis on the importance of price stability made 
him lose his faith in a metallic standard and add his voice in the 
1820’s to the chorus of opposition to the gold standard.* 
Another point on which Wheatley was a pioneer and where his 
thought foreshadowed fundamental changes that were to come in 
the British monetary system was his opposition to the issue of 
notes by competing private banks and his desire that the sole 
right of note issue be vested in the Bank of England.** As Silber- 
ling** and Angell*s have pointed out, Wheatley was almost unique 
among the bullionists in attacking the country banks. Yet it 
seems to me that in the desire of those two writers to defend the 
Bank of England, they misinterpret the nature of Wheatley’s 
criticisms of the country banks.** The argument over the country- 
bank problem hinged largely on the question of whether there 
was a proportional relation between note expansion by the Bank 
of England and by the country banks. Despite his denunciation 
of country banks and his statements suggesting that their issues 
were responsible for the currency troubles, particularly in the de- 


flationary stage, I do not find in Wheatley that denial, in the in- 


# Tempora praeterita, p. 5. 

4?In 1822, although holding out the hope that within a few years the pound 
could be brought back to gold parity on the basis of the higher commodity price 
level of 1813, as a result of a rise of the world price level in terms of gold, he was 
ready to abandon gold for paper whenever the latter offered the promise of greater 
price stability. ‘“But if paper were kept without increase or decrease it would be a 
better measure of value and medium of exchange than gold, which, though less than 
other substances, still increases in amount, as the owners produce more than enough 
to supply its waste” (Am Essay on the Theory of Money, II, 135). 

In 1828, having given up hope of a fall in the purchasing-power of gold, he came 
out even more strongly for a currency divorced from gold. “‘. . . . unless this bill 
be revised and the currency augmented, irremediable poverty is fixed upon as our 
eternal fate” (Tempora praeterita, p. 15). 

43 Remarks on Currency and Commerce, chap. v, passim; An Essay on the Theory 
of Money, Vol. I, chaps. xiii, xiv, passim; A Report on the Reports of the Bank Com- 
mitlees, pp. 11-17. 

44 Op. cit., pp. 418-20. 45 OD. cit., pp. 52-53. 

«Viner has presented (Studies in the Theory of International Trade, pp. 164-70) 
what appears to be a thorough refutation of the Angell-Silberling position, but, as 
it was not pertinent to the subject under consideration, he did not go into an 
analysis of Wheatley’s views on this point. 
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flationary stages, of a proportional relationship between Bank of 
England expansion and country-bank expansion that Angell and 
Silberling find. The essence of Wheatley’s criticism was that, with 
the existing system of country banks, expansion of Bank of Eng- 
land notes permitted a proportional monetary expansion.‘ 

Wheatley’s opposition to country-bank issues, particularly in 
his earlier writings in the inflation stages of inconvertibility, was 
practically identified with his opposition to the issue of small notes 
by any institution.** Wheatley held to the view, just as fully as 
Ricardo and the other bullionists whom Angell and Silberling 
take to task, that expansion by country banks is limited by the 
monetary and price situation in the areas where Bank of England 
notes were the principal means of payment.*® 


47 |. . If their [country-bank note] augmentation be admitted, though the 
increase be precisely commensurate with the increase of Bank paper, they must 
obviously lessen the value of money, in proportion as they are augmented. 

“So far indeed is the proportional augmentation of paper, by the respective 
banks, which exercise the privilege of utterance, from constituting a check to the de- 
pression of money, that it forms the very means by which the depreciation is pro- 
duced” (An Essay on the Theory of Money, 1, 374-75). 

48 “Tn order, therefore, to erect a more effectual barrier against the extension of 
paper, it is necessary not only to deprive a certain proportion of the banks of the 
privilege of uttering paper, but to restrict those, invested with the power, from pub- 
lishing any note below a given value” (Am Essay on the Theory of Money, I, 332). 

“The prohibition of small notes is, therefore, indispensibly necessary to arrest 
the progress of the depression” (ibid., p. 349). 

‘It is impossible, therefore, for guineas and small notes to circulate together, as 
the small notes of the country banks, while in credit, together with the small notes 
of the Bank of England, will always appear in sufficient quantity to raise prices 
above prices of other countries, and cause their departure” (A Report on the Reports 
of the Bank Committees, p. 25). 

49 “Nothing can be more idle than to suppose that guineas and small notes can 
circulate together. It is to the interest of each of the country banks to issue as much 
paper as the district in which it circulates will bear, or as the prices of other districts 
will allow; it is to their collective interest to issue as much paper as the prices of 
London and Liverpool, where Bank of England notes circulate, will allow; and it is 
to the interest of the banks together, country banks and the Bank of England, to 
issue as much paper as the prices of other countries will allow. Beyond this point 
they cannot go, without reducing their paper to a discount either latent or avowed, 
commensurate with the difference, as the exchange will become unfavourable in the 
same degree to mark the variation; but up to this point, and a little beyond it, they 
will always go, while their paper is in credit” (A Report on the Reports of the Bank 
Committees, pp. 14-15). 





THE LIFE AND WRITINGS OF JOHN WHEATLEY 373 


As was intimated above, Wheatley’s objection to the country 
banks (except as he identified the problems of small notes and of 
country-bank notes) was not so much that they were inflationary 
as that they were a deflationary influence in time of crisis. His 
view was that country-bank notes frequently presented a money 
of inferior quality and that, with the distrust of the public in the 
solvency of the individual bank, deflation took place for reasons 
independent of the general monetary situation. Even when writ- 
ing in the inflation period, Wheatley, with his characteristic habit 
of bringing into the argument a point unrelated to a public issue 
of the moment, seemed to be as much, if not more, concerned 
with the deflationary than with the inflationary dangers of coun- 
try banking.*® In 1807," and even more in 1819," he stressed the 
deflationary aspects of a medium of payment in which the public 
might suddenly lose confidence. No economist of the Restriction 
Period appears to have so well sensed the wave of the future of 
monetary policy on problems of the private issue of the means of 
payment as did Wheatley. 

In his pamphlet of 1816 Wheatley drew a distinction to which 
his predecessors and his contemporaries paid practically no at- 
tention but which is fundamental in modern monetary analysis: 
the difference in the social and economic effects of price changes 
connected with a decreasing per capita monetary supply, on the 
one hand, and of price changes due to changes in productive effi- 
ciency, on the other. 


When low prices proceed from an increase of produce, the amount of 
money continuing the same, they are good, because all receive the same in- 
come as before, and as that income will go so much further, all are benefitted 
by the plenty that causes them. But when they proceed from a decrease of 


5° In 1803 he said: ‘‘I shall endeavor to prove that the paper of country banks 
must ever form an inefficient medium of circulation, from its liability to sudden 
contraction in the period of alarm; and its tendency to as sudden an increase in the 
moment of security; and that its continuance is inconsistent with the stability of 
the national bank, and the general interests of the country” (Remarks on Currency 
and Commerce, p. 210). 

S* An Essay on the Theory of Money, I, 339. 

5? ‘No paper should be allowed as national money, which is liable to vanish in 
an instant, and leave the country without means of payment or the remnant of a 
currency” (A Report on the Reports of the Bank Committees, p. 13). 
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money, the quantity of produce remaining the same, they are an evil, be- 
cause only those receive the same income who can legally demand a fixed 
sum; and all who derive a fluctuating income from agriculture and trade, 
sustain a loss according to their reduction. When they are occasioned by an 
increase of produce, the additional supply makes up for the deficiency of 
price, and the aggregate quantity sells for as large an aggregate sum, as the 
smaller quantity at high prices, without any diminution of income taking 
place.s3 
From this reasoning he argued against any attempt to increase 
prices by restricting production, as “high prices, therefore, from 
a decrease of produce, and not an increase of money, only aggra- 
vate our sufferings instead of relieve them.’’*4 

Although Wheatley’s reputation in economics rests on his writ- 
ings on monetary problems, he also touched on a wide range of 
economic and political questions which he treated with vigor, with 
historical perspective, and frequently with that same intolerance 
that marked his discussion of monetary problems. His pamphlet 
of 1805, Thoughts on the Object of a Foreign Subsidy, was a state- 
ment of the need for the British government to define its war aims 
and of the “impolicy”’ of subsidies to the Continental powers op- 
posing Napoleon “without a full and explicit declaration of the 
object which the parties to the confederacy are desirous of attain- 
ing.’’*S He made some keen observations on political conditions 
on the Continent and suggestions for the maintenance of the bal- 
ance of power. In 1822 he devoted the better part of a chapter to 
the same theme and to a diagnosis of the needs of Europe. His 
solution—“To restore the kingdom of Poland; unite the states of 
Italy into one sovereignty; effect the deliverance of Greece’’*— 
when read today reminds us that there is historical continuity in 
many of the political problems of Europe. To insure the stability 
of these new countries he suggested that constitutions similar to 
that of England should everywhere be established.57 He urged 
that Britain take over Egypt and wanted the conquest of that 
part of Africa through which the “Niger and the Nile take their 

33 A Letter to Lord Grenville, pp. 14-15. 

54 Ibid., p. 29. 

ss P. 3. 56 An Essay on the Theory of Money, II, 96. 

57 Ibid., p. 98. 
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course.’’5* He foreshadowed the doctrine of the “white man’s 
burden’”’ by this argument for imperialism in North Africa: 


In the elevated position to which we are now raised we have it in our 
power by our arms, our laws, and our influence, to better the condition of 
the lower classes of mankind over a large proportion of the globe, and if we 
fail to make use of the means we possess, we fail in what is due to ourselves 
and the world.s9 


In one of his Indian publications he voiced a complaint that 
seems to appear among economists in every generation: 


The science of political economy has been so obscured by technical lan- 
guage, the changes have been so long rung on rent profit and stock—rent 
and no rent—capital and credit—and, above all, on the apt and ready terms 
of supply and demand, by which all authors have perplexed themselves, as 
well as others, that till this miserable cant, however convenient a cloak it 
may be in cases of difficulty, be completely exploded, but little advancement 
can be made in the science. Incapable of traveling out of the magic circle 
of these charmed words, but few have arrived even at the plainest truths.© 


He was a strong supporter of free trade and denied that ma- 
chinery threw men out of work; and his statement that until 
“commerce be as free as the air we breathe, it is impossible that 
we can be raised to so high a state of prosperity as we otherwise 


might be’ has the ring of Cobden and Bright. He wished a com- 
mercial union with France,” removal of the restrictions on the 
West Indian trade,* and favored the emancipation of the slaves, 
including those in “the Southern provinces of the United 
States.”** He emphasized that the benefits of colonies came from 
the opportunity it gave England to import their produce®’ and 
was anxious to foster British landownership in India and coloni- 
zation in Canada, South Africa, and New Holland.” 

It is a curious fact that, with all Wheatley’s stimulating eco- 


58 Tbid., p. 181. 

9 Ibid., p. 183. 

% The Latent Resources of India, p. 18. 

% Tbid., p. 199. $3 Ibid., p. 187 and passim. 

% Ibid., p. 156. 64 Ibid., pp. 193-97. 

*s A Letter to the Duke of Devonshire, p. 115; The Latent Resources of India, p. 4. 


* An Essay on the Theory of Money, U1, 22, 174, and passim; A Letter to the Duke 
of Devonshire, p. 3; The Latent Resources of India, p. 12 and passim. 
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nomic analysis and with his proposals foreshadowing changes 
that were to come, in much of his political and social philosophy 
he remained a conservative prototype of the landed gentry in 
which he was born, with views that seem quite at variance with 
his economic liberalism. The English constitution, great landed 
estates, primogeniture, the political supremacy of the landed gen- 
try, and an unreformed Parliament were the cornerstones of his 
political and social world.” 

John Wheatley is as interesting and baffling a character as ap- 
pears in the entire literature of economics. Both his life and his 
writings are filled with contrasts, and a peculiar ill-luck dogged 
his personal affairs and his professional achievements. For all 
the keenness of his thinking on monetary questions and public 
affairs, he seems to have been chronically in personal financial 
difficulties. Few English economists have come of such aristo- 
cratic origins, yet he was fated to live most of his life under some- 
thing of a cloud. For the ideas that he advanced he was given 
slight recognition during his lifetime, and until recently the lus- 
ter of Ricardo’s name obscured the significance of Wheatley’s 
contributions to economic thought. 

67 An Essay on the Theory of Money, 11, 9-10; ibid., chaps. i and ii, passim; ibid., 
p. 195; ibid., chap. xi, passim. 





THE REGULATION OF LOANS TO EXECUTIVE 
OFFICERS OF COMMERCIAL BANKS 


KENNETH LEWIS TREFFTZS 
The University of Southern California 


INCE important revisions of the banking laws are expected 
to be made either by the present or by the next session of 
Congress, this seems like a suitable time to appraise our 

present banking regulations. One technical regulation which has 
received inadequate attention from students of banking is the 
regulation of loans to executive officers. No discussion of such 
loans has appeared in recent years,’ even though more than 25 
per cent of the banks cited for unsound practices by the Federal 
Deposit Insurance Corporation in the three years, 1937-39, were 
cited for ““unwarranted and excessive loans to officers, directors, 
employees, or their interests,’’? as well as for other reasons. 

Prior to 1933 Congress placed no express restrictions on the 
right of any officer of a national bank to borrow from the bank 
of which he was an officer. The courts held that “the president 
or other officers of a national bank may borrow money of the 
bank as other persons,’’? but it was usually also held that “the 
consent of the managing body of the corporation’”—that is, the 
board of directors—“was necessary.’’* Although there were no 
legal restrictions, the potential dangers inherent in such practices 
by unscrupulous individuals were recognized, and as early as 1841 
the Ohio Supreme Court warned that “it might be well if restric- 
tions were imposed by the Legislature, upon the amount of its 

‘Cf. Joseph E. Goodbar, Managing the Peoples’ Money (New Haven, 1935), 
PP. 155-57, 393-400. This book contains a penetrating analysis of the banking acts 
of 1933 and 1935 and of their defects. 

* Annual Report of the Federal Deposit Insurance Corporation (1937), Pp. 19; ibid. 
(1938), Pp. 19; ibid. (1939), Pp. 27. 

3 Blair v. First National Bank, Federal Case No. 1, 485, 2 Flip. 111. 


4 Barth v. Koetting, 99 Wis. 242, 75 N.W. 395; First National Bank v. Rush, 210 
S.W. 521, 527; 160 S.W. 609; 160 S.W. 319; 213 S.W. 931. 
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loans to officers, and even to others.’’s In 1868 the supreme court 
of Pennsylvania declared that “‘the officers of a bank ought never 
to be borrowers.’ 

During the first decade of this century, state regulation of 
such loans gained prominence in the New England states as well 
as in the Middle West. In 1904 an Iowa judge stated: 

The manifest purpose of the law is to prohibit any loan to an officer of 
the bank unless that particular loan had been passed upon by the Board of 
Directors. Every such loan is to be separately considered, and the propriety 
of making it determined by the board, independently of any action on the 
part of the applicant Indeed, the confidence ordinarily reposed in the 
managing officers of a bank both by directors and the public is such that to 
permit a loan of its money, or that due depositors, to them, under any cir- 
cumstances, seems of doubtful propriety. It is the most frequent cause of 
failures, and the occasion of great loss to patrons whose deposits many times 
exceed the capital stock of the bank.’ 

Although the view that loans to officers “is the most frequent 
cause of failure’ is not widespread, such loans have been cited 
as an important cause both by Federal Reserve officials* and by 
members of the office of the Comptroller of the Currency.’ Rhode 
Island, the only state in which no bank suspensions occurred in 
1930, 1931, and 1932, had since 1908 prohibited loans to any offi- 
cer or director without the approval of the board of directors of a 
written application for a loan,’® with severe penalties—$1 ,ooo fine 
or imprisonment for five years, or both—for violations. 

Although the need for regulation of loans to executive officers 
had been apparent to state legislatures at a much earlier date, 
and certain widely publicized bank failures had been directly at- 
tributed to this cause, no regulation was imposed by Congress 
on such malpractices until 1933. Inasmuch as public knowledge 


5 State of Ohio v. Commercial Bank, 10 Ohio 541. 

* Conynham’s Appeal, 57 Pa. 474. 

7 German Savings Bank v. Des Moines National Bank, 98 N.W. 606, 607; 122 
Iowa 737. 

® Hearings on H.R. 141: Branch, Chain, and Group Banking (71st Cong., 1st 
sess.), I, Part IV, 444-45. 

® See Speech of M. R. Diggs, acting comptroller of the currency, Commercial 
and Financial Chronicle, CXLVI (June 10, 1938), 3893. 

© Goodbar, op. cit., p. 156. 
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of this type of loan usually does not exist until after the bank has 
failed, when regulation is too late to help the unfortunate deposi- 
tors and stockholders, there has been little public interest in fed- 
eral regulation. Even the information regarding such loans dis- 
closed to the public as a result both of the large number of bank 
failures from 1930 to 1933 and of congressional investigations of 
banking practices has brought little demand for federal regula- 
tion. Evidence of the need for regulation was shown by the work 
of the Committee of Federal Reserve System, which studied 225 
cases of bank suspension. 

Of these 120 were institutions which suspended during 1921-1930, but 
later a list of 105 other banks suspending in 1931 was added It was 
found that in the 225 cases studied, the ratio of loans to officers, directors, 
and allied interests, was distinctly higher, as compared to capital and sur- 
plus, than was the case in a similar group of banks that did not suspend. 
The typical bank in the group which is thus subjected to study was found to 
have advanced (prior to failure), to officers, directors, and allied interests, 
an amount roughly equivalent to one-third of the capital and surplus." 


Of the nine causes assigned for bank failures from 1921 to 1927 
by E. L. Smead, chief of the Division of Bank Operations of the 
Federal Reserve System, two ™ had to do with loans to officers, 


directors, and their interests. All this information relating to loans 
to officers was presented to the Senate committee which drafted 
Senate Bill No. 3215, the so-called “Glass Banking Bill,” but the 
bill neither as originally introduced nor as re-written to satisfy 
the Federal Reserve Board (Senate Bill No. 4412) contained any 
regulation of loans to officers. Shortly before the bill was passed 
by the Senate in 1933, Senator Gore of Oklahoma introduced an 
amendment drafted in the office of the Comptroller of the Cur- 
rency* which prohibited loans to officers and their relatives."* At 

"*H. Parker Willis and John M. Chapman, The Banking Situation (New York, 
1934), PP. 494-95. 

* National Industrial Conference Board, The Banking Situation in the United 
States (New York, 1932), p. 44. These reasons are “large loans to officers and 


directors” and “excessive loans to businesses in which officers or directors are inter- 
ested.” 


"3 Congressional Record (72d Cong., 2d sess.), January 25, 1933, P- 2515. 
4 This provision amends sec. 22 of the Federal Reserve Act by adding sections 
(g) and (h) as follows: (g) This section is the same as that adopted in the Banking 
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the suggestion of Senator Glass, the term “executive officers” was 
substituted for the word “officers,” thus excluding beyond ques- 
tion directors not serving in the capacity of executive officers. 

Although Senate Bill No. 4412 never became a law, the section 
dealing with loans to executive officers (excluding the section deal- 
ing with loans to their relatives) became an integral part of the 
Banking Act of 1933, which provided: 

No executive officer of any member bank shall borrow or otherwise be- 
come indebted to any member bank of which he is an executive officer . . . . 
or if he becomes indebted to any bank other than a member bank of which 
he is an executive officer, he shall make a written report to the chairman of 
the board of directors of the member bank of which he is an executive officer 
stating the date and amount of such loan or indebtedness, the security 
therefore, and the purpose for which the proceeds have been or are to be 


used.'5 


Anyone violating the act was to “be deemed guilty of a mis- 
demeanor and . . . . imprisoned not exceeding one year, or fined 
not more than $5,000 or both; and any member-bank violating 
the provisions of the paragraph shall be fined not more than 
$10,000 and may be fined a further sum equal to the amount so 
loaned or credit so extended.”*® These severe penalties and rigid 
restrictions applied only to new loans. “Loans heretofore made 
to such officers may be renewed or extended not more than two 
years from the date this paragraph takes effect, if in accord with 
sound banking practices.””*” 

In spite of the fact that extensive hearings were held in the 
three years preceding the passage of this Act, the section dealing 


Act of 1933 except that it does not refer to the renewal of loans and uses the term 
“officer” in place of executive officer; (4) “If a spouse, a brother, or a sister, a lineal 
ancestor, a direct descendant of an executive officer of any member bank borrows 
from it or if he or she becomes indebted to such member bank, such executive officer 
shall make a written report to the chairman of the board of directors of the member 
bank of which he is an executive officer, stating the date and amount of such loans 
or indebtedness, the security therefor, and the purpose for which the proceeds have 
been or are to be used. Any executive officer of any member bank violating the 
provisions of this subsection shall be deemed guilty of a misdemeanor and shall 
be imprisoned not exceeding one year or fined not more than $5,000, or both.” 


8 Sec. 12, Banking Act of 1933, approved June 16, 1933. 
16 Tbid. "7 Ibid. 
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with loans to executive officers contained certain patent defects. 
Unquestionably, there was need for federal regulation. Although 
little statistical material on this subject is available to the public," 
the data available indicate that on June 30, 1933, after the great 
decline in the number of banks, 4,404 national banks held direct 
loans of their executive officers in the sum of $93,743,000 and in- 
direct loans in the amount of $43,487,000." The failure of more 
than 1,000 national banks in the four years preceding this report 
probably means that the worst offenders had already disappeared 
from the scene. But the problem was not restricted to national 
banks alone. A short time later, $241,572,000 (or 9.2 pet cent of 
the total loans of the 7,682 insured nonmember-banks) was clas- 
sified as “loans, discounts and overdrafts to officers, directors, 
their interests, affiliates, and guaranteed by officers and direc- 
tors.’’?° 

The amount of such loans shows that there was a serious need 
for regulation not only of member-banks but of all insured banks. 
Although it is probably desirable to include all banks within such 
regulation, the noninsured banks might be excluded for purposes 
of administrative simplicity. That federal regulation of all in- 
sured banks under the Banking Act of 1933 would have been 
useful is attested by the record of loans to officers in insured banks 
placed in receivership following 1934. Perhaps, however, the need 
for federal regulation of loans to officers of insured nonmember- 
banks has been mollified to some extent by the fact that now in 
all but four states*™ regulation of some kind is exercised over loans 

‘8 Although the uniform examination forms used by the Comptroller of the Cur- 
rency, the Board of Governors, and the Federal Deposit Insurance Corporation 
require information (TC-24 and TC-26) on loans to executive officers and their 
interests, no total figures are compiled. According to a letter recently received 
from the office of the Comptroller of the Currency, “this would be an extremely 
onerous task in contrast with the small benefits which would be derived from the 
compilation.” 

** Annual Report of the Comptroller of the Currency (1937), pp. 15-16. 

*° Annual Report of the Federal Deposit Insurance Corporation (1934), p. 216. 


** The Maine regulation applies only to savings banks and trust companies. The 
Massachusetts regulation applies only to officers of savings banks. Texas regulates 
loans to officers of savings banks and trust companies. Vermont limits lending of 
trust funds. 
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to officers. If, however, the effectiveness of such state regulation 
is represented by the number of state banks cited to supervisory 
authorities by the Federal Deposit Insurance Corporation for un- 
safe and unsound practices, then in many instances the regula- 
tions appear to be extremely lax. In view of this apparent laxity, 
it seems clear that federal regulation of loans to executive officers 
should be revised and extended not only to member-banks, as at 
present, but to all insured banks. That Congress has the power 
“to enact such regulatory legislation as it deems necessary to pro- 
tect and make effective this government agency (F.D.I.C.)’” 
must be conceded. 

A second defect in the Banking Act of 1933—and one which 
was corrected in the Banking Act of 1935—is that complete pro- 
hibition of loans to executive officers is unnecessary, though regu- 
lation is desirable. Indeed, in those states such as Nebraska, in 
which similar prohibitions have existed for any length of time, 
they have appeared of doubtful worth. Just as it would seem ab- 
surd to force an officer of one bank to maintain his deposit with 
a competing bank, so it appears unwise to prohibit an officer from 
borrowing from his own bank when the loan, with the security 
offered, would readily be approved on its own merits under sound 
banking practice.*? Regulation should exist only to prevent an 
officer from taking advantage of his position of trust by granting 
unwarranted loans to himself. To some persons, however, the dan- 
gers inherent in all such loans seem sufficiently grave to warrant 
complete prohibition as now provided in four states.*4 Such regu- 
lation is unnecessarily rigid and conducive to abuses even more 
difficult to regulate. Consequently, an improvement in federal 
regulation was made under the Banking Act of 1935, which per- 
mits loans to be made to officers up to $2,500, provided that “the 
prior approval of a majority of the entire board of directors’”* 
is obtained. 

™ Doherty v. United States, 94 F. (2d) 495. 

3 Cf. Carl Zollman, The Law of Banks and Banking (St. Paul, 1936), IV, 277. 

* California, Colorado, Nebraska, Washington. Oklahoma prohibits loans to 
“active managers”; Connecticut prohibits loans to officers except “if secured by 
unencumbered real estate used by him as a resident in the state not in excess of 50 


per cent of its value.” 
#5 Sec. 326(c). 
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Similar legislation exists in most states, though regulations 
vary. For example, in Arizona, New Hampshire, and South Da- 
kota all directors must approve the loan; in Delaware, South Car- 
olina, and Utah two-thirds of the whole board; in Rhode Island 
only a majority of those constituting a quorum is necessary.” 
Wisconsin wisely permits small routine loans to be made without 
the approval of the board of directors, but on loans of more than 
$1,000 approval must be obtained.””? Pennsylvania has a similar 
provision if the security for the loan is collateral having an ascer- 
tained market value of at least 20 per cent more than the amount 
of the loan. In Florida and Montana only those loans to execu- 
tive officers over 10 per cent of capital and surplus and in Missis- 
sippi only those over $2,500 must be approved by the board of 
directors. Even though the law provides that such loans be “am- 
ply secured,” the limitations appear dangerously lenient. 

In other states, however, restraints are more rigid. In North 
Dakota, for example, “no loan to a director or officer in excess of 
$1,000 shall be made without first obtaining the written consent 
of the state examiner.”** In Oregon the consent of the superin- 
tendent of banks is necessary for loans to officers in excess of 5 
per cent of capital and surplus. In Minnesota and Nevada the 
prior consent of the superintendent of banks is not necessary, but 
banks are required to notify him immediately when such loans 
are granted. 

The justification for such rigid regulation rests on the premise 
that, since an executive officer is placed in a position of responsi- 
bility to the depositors and stockholders, adequate safeguards 
must be provided to prevent him from making unwarranted loans 
to himself. The complete prohibition of such loans is based on the 
principle that the primary economic interest of an executive offi- 

*6 Two states, Missouri and Oregon, permit loans to officers to be approved by the 
executive, discount, or finance committees; Florida and Georgia, by “an authorized 
committee”; Tennessee, by a “proper committee”; Virginia, by a “committee 
appointed by the board of directors.” Such delegation of authority to approve loans 
may readily result in a policy of reciprocal approval; it has certain inherent dangers 
equal to or greater than those the law seeks to circumscribe. 

*7 State of Wisconsin Banking Laws, sec. 221.31. 

** State Laws of North Dakota, chap. 94, sec. 36. 
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cer should be the bank for which he works. This principle is more 
applicable to executive officers of large banks— incidentally, the 
ones in which the worst abuses have occurred*?—than to the offi- 
cers of small institutions, who, for economic reasons, must often 
have outside financial interests. Both in large cities and in rural 
communities, however, better regulation would result if it were 
necessary to inform and gain the approval of the board of direc- 
tors regarding any outside interest of bank officers in which bank 
funds were employed. 

It is a general practice to require approval of the board of di- 
rectors for such loans, and in many cases the maximum loan per- 
mitted to any one officer is limited. These limits vary from $500 
in Indiana to 20 per cent of capital and surplus and undivided 
profits in Alabama. Seven states also limit the aggregate of such 
loans. Various maximums are used. For example, Indiana limits 
total loans to executive officers, directors, or firms in which they 
have aninterest-to 15 per cent of total resources—an amount 
which in all probability would be greater than the capital and sur- 
plus. Except for those states which prohibit all such loans, the 
lowest aggregate limit is found in Kansas—1o per cent of capital 
and surplus. Ohio and Oregon have set the highest maximum 
limit—so per cent—based on a percentage of capital and surplus. 
In the latter state this limit may be exceeded with the permission 
of the superintendent of banking. In both these states the aggre- 
gate limitation includes not only loans to officers but loans to di- 
rectors as well. 

The present federal regulation in respect to limitation of loans 
could be improved by placing an aggregate limitation on such 
loans which a bank may make. Few arguments can be made for 
one method of limiting the aggregate amount over another meth- 
od, except that depositors would gain little protection from any 
limiting figure which exceeded capital and surplus. Since loans 
amounting to more than 10 per cent of total resources would tend 
to exceed this, a lower limit appears to be needed to furnish ade- 
quate protection. 

A further improvement would be to permit loans beyond 


#9 Willis and Chapman, of. cit., p. 501. 
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$2,500, provided adequate security were furnished, but subject to 
other existing statutory limitations. Such a policy is followed 
satisfactorily in Pennsylvania, where loans beyond $1,000 not 
only must be approved by the directors but also must be secured 
by “readily marketable collateral, the market value of which shall 
at no time be less than 120 per cent of the amount of the loan in 
excess of $1,000.’°° A margin of only 20 per cent may be inade- 
quate with many types of security, so that if other than “readily 
marketable collateral” is permitted, for purposes of safety it would 
be necessary to demand a greater margin. Some flexibility in this 
respect is permitted in Indiana, since the state department of 
banking may specify the type and kind of collateral which may 
be pledged. 

In not mentioning loans to partnerships in which an executive 
officer has an interest, the Banking Act of 1933 was construed,* 
correctly, to prohibit such loans regardless of how minute the in- 
terest of the officer in the partnership. Consequently, the Act 
of 1935 relaxed the regulation of such loans by including the state- 
ment: “Borrowing by, or loan to, a partnership in which one or 
more executive officers of a member bank are partners having 
either individually or together a majority interest in said partner- 
ship, shall be considered within the prohibition of this subsec- 
tion.’’3 This modification along with the others included in Title 
III of the Banking Act of 1935 led Chairman Henry B. Steagall 
of the House Banking and Currency Committee to remark: 
“Most of Title III is taken up with repeal or modification of bank- 
ing reforms enacted in 1933. It looks as if we marched up the hill 
and are going to turn around and march right down again.”*4 
This remark, though not entirely warranted, does point out that 

3° Banking Code of Pennsylvania, Art. X, sec. 1007(c): “The limitation of this 
subsection . . . . shall not be construed to prevent any salaried officer or employee 
from obtaining a loan upon the security of a mortgage upon the home of such salaried 
officer or employee.” 

** 74th Congress, House of Representatives, Report No. 742, No. 9887, p. 23. 

» Barber v. Kolowick, 283 Mich. 97, 277 N.W. 189; People v. Knapp, 99 N.E. 
841, 206 N.Y. 373; cf. Zollman, of. cit., p. 338. 

33 Sec. 325(c). 

+ Commercial and Financial Chronicle, CXLI (July 6, 1935), 51- 
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Title III of the Banking Act of 1935 did not “clarify and improve 
the present law’’*s but instead weakened the Act. In view of the 
unlimited liability of partners, the section dealing with loans to 
partnerships of which executive officers are members would logi- 
cally have been improved by providing that loans to all such 
enterprises, regardless of the degree of interest of the officer, be 
subjected to review by the board of directors. 

Logically, too, loans to any corporation in which an executive 
officer has a voice in the management or in which he controls, 
directly or indirectly, more than 5 per cent of the common stock, 
should be subjected to review by the board of directors not only 
so that they may be informed of the outside interest of the officer 
but also so that they may prevent, or at least reduce to a mini- 
mum, the fraudulent use of dummy corporations to obtain such 
loans. Although direct loans to officers are prohibited in Cali- 
fornia, loans to partnerships or corporations in which the officer 
has an interest are permitted if they meet certain requirements. 

The Banking Act of 1933 provided that loans then outstanding 
to executive officers ‘may be renewed or extended not more than 
two years from the date this paragraph takes effect, if in accord 
with sound banking practice.”’** Being carelessly drawn, this pro- 
vision resulted in great confusion. What of three-year and five- 
year mortgage loans? Was the officer to be forced to pay his loan 
or to be subject to the penal provisions of the Act, or could he 
simply resign his office?3’ 

In the two-year period granted in the Act, the amount of such 
loans outstanding was reduced by only one-third.** Therefore it 
became necessary to make provision for a further extension of 
these loans. Accordingly, this section of the Act was amended to 
extend to June 16, 1938, the time during which such loans could 

3s Statement of Rudolf S. Hecht, president, American Bankers’ Association, sub- 


mitted to chairman of House Banking and Currency Committee, March 22, 1935- 
Quoted in Commercial and Financial Chronicle, CXL (March 30, 1935), 2101. 

36 Sec. 12. 

37 Cf. Annual Report of the Comptroller of the Currency (1934), p. 8. 

38 Statement of Robert V. Fleming, first vice-president, American Bankers 
Association, based on data submitted by the Comptroller of the Currency (Com- 
mercial and Financial Chronicle, CXL [June 15, 1935], 3990). 


’ 
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be renewed.*® At the same time the statement, “Loans heretofore 
made to any such officer may be renewed or extended not more 
than two years if in accord with sound banking practice,” was re- 
placed by a statement that such loans “may be renewed or ex- 
tended for periods expiring not more than five years from such 
date where the board of directors of the member bank shall have 
satisfied themselves that such extension or renewal is in the best 
interest of the bank and that the officer indebted has made reasonable 
effort to reduce his obligation.” *° 

The Banking Act of 1935 contained identical provisions.“ In 
referring to loans outstanding to officers of 4,404 national banks 
on June 30, 1933, the Comptroller of the Currency pointed out in 
a report made the year before this five-year period was over that 
by 
June 30, 1937, the direct liabilities had been reduced 69.83 per cent and 
amounted to $28,281,000, while the indirect obligations were reduced 62.11 
per cent and amounted to $16,477,000, and 1,283 of these banks showed no 
liabilities of their executive officers 

It would seem that the officers had in good faith made an effort to pay 
their obligations and to comply with the express will of Congress. In view 
of this fact, it is recommended that an additional year be given to the execu- 
tive officers to pay the balance of their indebtedness. This will give a total 
of six years, and it would seem that further extension could not be justified. 


Congress, however, evidently disagreed with him, for on June 20, 
1939, after the additional year requested by the Comptroller had 
been granted, the period was extended for an additional five 
years.*? The fact that bank officers needed eleven years in which 
to liquidate the loans outstanding from their own banks indicates 
clearly the poor quality of such loans in the past. 

The Banking Act of 1933 not only prohibited member-banks 
from making loans to any of their executive officers, but it also 
provided that if an officer became indebted to any other bank he 


399 Public Resolution No. 25, 74th Congress, H. J. Res. 320. 
Ibid. Italicsadded. 


Sec. 326(c). 


# Annual Report of the Comptroller of the Currency (1937), pp. 15-16. Italics 
added. 


* Public No. 135, 76th Congress, Chapter 214, 1st Session, S. 1886. 
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must “make a written report to the chairman of the board of the 
member bank of which he is an executive officer stating the date 
and amount of such loan or indebtedness, the security therefor, 
and the purpose for which the proceeds have been or are to be 
used.’’4* The only change made in this regulation by the Banking 
Act of 1935 was to provide that the written report should be made 
to the board of directors rather than to the chairman of the 
board.*S This change was needed, since under the former provi- 
sion the chairman of the board might borrow and make a written 
report only to himself. It did not, however, correct the most fun- 
damental fault. As Winthrop W. Aldrich, of the Chase National 
Bank, pointed out in testimony before the subcommittee of the 
Senate Committee on Banking and Currency, November 29, 
1933: 

The Act prohibits an executive officer of a member bank from borrowing 
from another bank without reporting the fact to the chairman of the board 
of directors of his own bank The important point is that the Act re- 
fers to borrowing only from another bank. An officer may borrow from any 
other source without making a report. There is no provision covering bor- 
rowing from brokers, private bankers, or others. It would seem that the 
rule should be that all executive officers of a member bank should report to 
the board of directors all of their borrowing above say, some nominal mini- 
mum, related to the size of their salaries. Thus the Board will be informed 
of the obligations such officers may be under to all those who are lending 
them money. 


Notwithstanding this testimony, the Banking Act of 1935 did 
not correct this defect. At present no limitation is placed on the 
amount an executive officer may borrow from his broker, who in 
turn may borrow from the executive officer’s bank. In fact, the 
board of directors need not be informed when their officers buy 
on margin. Another device which may defeat the purpose of the 
law arises when an executive officer of bank A borrows from 
bank B; and the executive officer of bank B from bank A. Each 


44 Banking Act of 1933, sec. 12. 

48 Banking Act of 1935, sec. 326(c). 

46 Quoted in Commercial and Financial Chronicle, CXXXVII (December 2, 1933); 
3925. 
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officer must report such borrowing from other banks to his board 
of directors and tell what the money was used for, but in the event 
that the officer has been engaged, as is usually the case, in more 
than one transaction, invariably the least speculative is the one re- 
ported, and the board of directors knows nothing of the other 
transactions. Practices of this kind could be prevented by requir- 
ing each executive officer to report all his indebtedness to the 
board of directors.*” 

The Banking Act of 1933, which prohibited loans to “executive 
officers” of member-banks and which provided penal provisions 
for violation, failed to define the term “executive officers,” to 
whom it applied. This omission was inexcusable in view of the 
strict construction placed on a similar term by state courts** and 
of the fact that “like any criminal statute it would be strictly 
construed.”4® The statement of the attorney-general, “It is not 
the designation under which one is known but the nature of his 
duties which characterizes him as an ‘executive officer,’ ’’ was not 


sufficient to satisfy the Comptroller of the Currency, who stated 
in his annual report: ““The term ‘executive officer,’ in the absence 
of definition by Congress, is not susceptible of a meaning which 


is definite enough to enable the Comptroller of the Currency .. . . 
to determine in the examination of a bank whether the section 
has been violated by reason of a loan to a particular officer.’’s° 
Parenthetically, it should be remembered that the regulation it- 
self was drafted in the office of the Comptroller of the Cur- 
rency.* Inasmuch as the Comptroller’s office reported no viola- 
tions, the Department of Justice could scarcely enforce the Act. 

‘7 Goodbar (0. cit., p. 400) remarks: “There is no real restraint on the very type 
of bank officer . . . . that most needs restraint. Those who might borrow without 
abusing their position will henceforth cease to borrow. But those whose borrowings 
are unwarranted,whose borrowings menace the safety of their institutions, will know 
how to evade the provisions.” 

4 President held not to be an “active manager” (Eubank v. Bryan County State 
Bank of Caddo, Oklahoma, 216 F. 833, 838; 133 C.C.A. 37). 

Witte v. State, 249 P. 968, 35 Okla. 204. 

’° Annual Report of the Comptroller of the Currency (1933), P. 10. 

5! Congressional Record (72d Cong., 2d sess.), January 25, 1033, Pp. 2515. 
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Hopeful of correcting this defect, Congress provided in the 
Banking Act of 1935: 


The Board of Governors of the Federal Reserve System is authorized to 
define the term “executive officer,” to determine what shall be deemed to be 
borrowing, indebtedness, loan, or extension of credit, for the purpose of this 
subsection, and to prescribe such rules and regulations as it may deem neces- 
sary to effectuate the provisions of the subsection in accordance with its pur- 
poses and to prevent evasions of such provisions.’ 


Under this provision the Board of Governors has issued Regu- 
lation O. When the Regulation was issued in 1935, the Board 
agreed with the earlier views of the attorney-general that an exec- 
utive officer was anyone who participated in the active manage- 
ment by his duties, including any “officer of a member bank who 
participates in the management of the bank or any branch there- 
of, regardless of whether he has an official title or whether his title 
contains a designation of assistant, and regardless of whether he 
is serving without salary or other compensation.”*’ In addition, 
however, the Board’s definition of an executive officer included, 
regardless of whether they had anything todo with granting loans 
or managing the bank, “the chairman of the board of directors, 
the president, every vice-president, the cashier, secretary, treas- 
urer, and trust officer of a member bank.”’4 This definition coin- 
cided with the intention of Congress as to what the term “execu- 
tive officer” should include.*s 

The chief issue which immediately developed about this regu- 
lation was that it limited the loans which could be extended to 
“honorary vice-presidents,” who are usually pillars of local in- 
dustry in small communities. ‘This was of chief concern to coun- 
try banks. Several of the Reserve banks expressly took up the 
cudgels on behalf of the country banks, and pointed out the prob- 
lems from their point of view.”** The Board took a determined 

8 Sec. 326(c). 

53 Federal Reserve Bulletin, December, 1935, p. 794- 

54 Ibid. 

58 Congressional Record (72d Cong., 2d sess.), January 25, 1933, Pp. 2516. 


56 Senate Doc. 186, 76th Congress, 34 Session: Administrative Procedure in Govern- 
ment Agencies, Part 9: “Federal Reserve System,” p. 15, n. 69. 





LOANS TO OFFICERS OF COMMERCIAL BANKS 391 


stand on the definition it had issued and as late as February, 


1938, stated that 

careful consideration was given to this question [of excluding inactive officers 
from the provisions of Regulation O] at the time Regulation O was promul- 
gated, and on several occasions since then the Board has reconsidered this 
particular matter. It has been the Board’s position, however, that inactive 
officers should not be excluded from the provisions of Regulation O for the 
following reasons: 

1) It appears that the principal purpose underlying the enactment of sec- 
tion 22(g) of the Federal Reserve Act was to prevent the exercise of undue 
influence by executive officers of member banks in obtaining credit from the 
banks they serve and it is the Board’s view that the exercise of such undue 
influence may be present in the case of inactive or honorary officers; 

2) Congress did not make a distinction in section 22(g) between active 
and inactive officers and the legislative history of the section indicates that 
the chairman of the board of directors and the president of a member bank 
should appropriately be regarded as executive officers for the purposes of 
the law in question even though they may be inactive; 

3) From the standpoint of the public, persons who have the usual titles 
of executive officers in member banks are considered executive officers 
whether or not they are active, and the Board does not feel that it should 
give encouragement to the employment in an inactive capacity of persons 
who are given the titles of executive officers and held out to the public as 
such.s? 

In June, 1939, however, evidently because of the insistence of 
a small group of bankers, the Board completely reversed itself 
and adopted an amendment effective July 1, 1939, which changed 
the definition of an executive officer by providing that it would 
be assumed that certain officers of a member-bank are executive 
officers “unless it is provided by resolution of the board of direc- 
tors or the bank’s by-laws that such officer is not authorized to 
participate in the operating management of the bank and he does 
not actually participate therein.’’* 

The reversal by the Board of a stand which it had ably main- 
tained for four years did not add to its prestige. Indeed, the fact 
that it recanted to appease a small group of bankers, without sub- 
mitting its amendment to outsiders, seems to indicate that the 
regulation is no longer to be interpreted by the Board as a means 

57 Federal Reserve Bulletin, February, 1938, p. 87. 

5 Tbid., August, 1939, p. 636. 
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of protecting the public. It has become a policy of the Board, as 
recently pointed out, that when “the change is a major one, but 
is deemed to be ‘liberalizing,’ as in the case of the modification of 
the definition of ‘executive officer’ for the purposes of Regula- 
tion O, there is no submission to outsiders.”’5® Unquestionably, 
sound public policy demands that when the change is a so-called 
“liberalizing” one, or, more aptly, when it is one which relaxes 
the protection to the public, it is most important that the views 
of outsiders be considered. Indeed, such a ruling indicates that 
the Board considers the interests of executive officers ahead of 
public interest. 

Another ruling promulgated by the Board which tends to de- 
feat the purpose of the Act states: 

To facilitate the practical application of the law and the regulation, the 
Board of Governors will consider that the requirement of the regulation 
with respect to prior approval of loans not exceeding $2,500 is met in a case 
in which a majority of the board of directors of a member bank grant con- 
tinuing authority for such a loan or extension of credit to an executive officer 
if such approval by its terms remains in effect for only a reasonable period 
of time and in no event longer than twelve months. 

This ruling indicates clearly that the Board has failed to realize 
that a fundamental purpose of requiring the approval of the mem- 
ber-bank’s board of directors is to make it necessary for them to 
keep themselves informed of the outside interests of their officers. 
Twelve months’ prior approval is much too lax and is contrary 
to what is generally considered sound policy. 

It would be better to have no federal regulation whatever of 
loans to executive officers than to have what we do at present. 
Most of what was desirable in the Act of 1933 regulating such 
loans was repealed by Congress, and what remains has suffered 
from poor administration by the Board of Governors of the Fed- 
eral Reserve System, which is authorized to “prescribe such rules 
and regulations as it may deem necessary to effectuate the provi- 

59 Senate Doc. 186, . . . . Administrative Procedure in Government Agencies ...., 
Pp. 19. 

$e Federal Reserve Bulletin, November, 1937, p. 1074. 

6: German Savings Bank of Des Moines v. Des Moines National Bank, 98 N.W. 
607; U.S. v. Johnson, Federal Case No. 15, 483. 
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sions of this section in accordance with its purposes and to prevent 
evasions of such provisions.”* The situation is now worse than it 
was before any federal regulation of such loans existed. Better to 
have no regulation whatever than to have a false feeling of secu- 
rity from an inadequate and poorly administered law. 

The Comptroller of the Currency has recently suggested an im- 
provement in the law by suggesting that the present penalties be 
supplemented by additional powers. In the Act of 1933 the fol- 
lowing penalties were made for violation of the section dealing 
with loans to executive officers: 

Any executive officer of any member bank violating the provisions of this 
paragraph shall be deemed guilty of a misdemeanor and shall be imprisoned 
not exceeding one year, or fined not more than $5,000 or both; and any mem- 
ber bank violating the provisions of this paragraph shall be fined not more 
than $10,000 and may be fined a further sum equal to the amount so loaned 
or credit so extended.® 


This provision was completely repealed by the Banking Act of 
1935. At present the only provision for enforcement “which will 
seldom be used but lends weight to admonitions’ is found in the 
Banking Act of 1933,°° which provides that when an officer “of a 


member bank” shall continue to violate any law or continue “un- 
safe or unsound practices, . . . . after having been warned,” the 
Board may direct him to appear before it to “show cause why he 
should not be removed from office Any director or officer 
removed from office as herein provided who thereafter partici- 
pates in any manner in the management of such bank shall be 
fined not more than $5,000, or imprisoned for not more than five 
years, or both, in the discretion of the court.” 

No prosecution was brought under the now repealed penal pro- 
visions of the Act of 1933. When the Act was passed with the pro- 
vision for the removal of officers of member-banks, Federal Re- 
serve authorities regarded it as of great importance. Governor 


* Federal Reserve Act, sec. 22(g). Italics added. 
3 Sec. 12. 


**W. Randolph Burgess, The Reserve Banks and the Money Market (rev. ed.; 
New York, 1936), p. 137. 


*5 Sec. 30. 
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Roy A. Young, of the Federal Reserve Bank of Boston, stated: 
“Tt would have been helpful the past ten or fifteen years to have 
had a law permitting the Federal Reserve Board to remove di- 
rectors, officers, and employees of member banks for unsound 
banking practices and other similar causes.”® As a matter of fact, 
the Board has been particularly hesitant about using the power 
of removal, having brought formal proceedings in only two in- 
stances.’ The conclusion reached after a recent investigation 


was that 
removal of an officer of a bank is undertaken only with the greatest reluc- 
A dominant thought [of the Reserve authorities] is that their 
duty is not to put banks out of business and put them in jail, but to invoke 
formal proceedings only after every other supervisory possibility has been 
exhausted and the situation threatens to become critical. Only after failure 
of efforts to obtain corrections through conferences with the bank involved, 
frequently in co-operation with other interested agencies—such steps some- 
times consuming a year or more—is action looking to formal proceedings 
taken.* 


The Comptroller of the Currency, realizing the need for some 
power “which would assure compliance with legal requirements 
and yet would not seriously disrupt the financial structure of a 
community or destroy a necessary and in most respects well-run 
banking institution,” has recommended that 
the Comptroller of the Currency be authorized, in his discretion, to forbid 
a national bank to declare or pay dividends on its capital stock until there 
has been satisfactory compliance with his requirements. Responsibility for 
the legality and propriety of such dividends would continue to rest upon the 
board of directors of the particular bank as at present, except where it affirm- 
atively appears to the Comptroller that the declaration of a dividend 
should not be permitted because of the existence of violation of law or unsafe 
or unsound banking practices which, if continued, would endanger the safety 
of the bank and its depositors It will be noted that the proposed meas- 
ure would effectively accomplish its purpose and yet would not possess the 
drastic characteristics of existing sanctions. 

$6 Quoted in Commercial and Financial Chronicle, CXXXVII (July 8, 1933), 242- 
43- 

67 Senate Doc. 186, . . . . Administrative Procedure in Government Agencies ...., 
Pp. 25. 

8 Jbid., p. 26. 

69 Annual Report of the Comptroller of the Currency (1940), p. 6. 
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No doubt such regulation would be of aid to the Comptroller 
of the Currency. But there is no reason why it could not be effec- 
tively applied to all member-banks or to all insured banks rather 
than to national banks alone. In addition, however, any well- 
drawn amendment for the regulation of loans to executive officers 
should include a penal provision for violation to make it more 
effective. Such a provision would not be unnecessarily rigid, and 
it is doubtful if the bankers themselves would oppose it. In fact, 
the American Bankers’ Association has gone on record as recom- 
mending that “federal legislation should provide for the careful 
and rigorous regulation of the granting of loans by banks to their 
own officers and directors.’’”° 

In summary, it is recommended that regulation of loans to 
executive officers be extended to all insured banks, that the $2,500 
limitation be removed, that loans within remaining statutory limi- 
tations be permitted if adequately secured, and that loans over 
$1,000 in amount be permitted subject to not more than thirty 
days’ prior approval of the board of directors. Smaller loans with 
ample security should be granted only with the prior approval of 
the loan committee, and, like all loans, regardless of source, made 
to executive officers, they should be subject to review by the 
board of directors. Regulation of loans to executive officers should 
extend to any partnership in which an executive officer has an 
interest and to any corporation in which an executive officer has 
a voice, directly or indirectly, in the management, or in which he 
controls more than 5 per cent of the voting stock. There should 
be an aggregate limitation of the amount of such loans (including 
loans to directors and their interests as well as to officers and their 
interests) which a bank could have outstanding at any one time. 
This limitation should not exceed the total capital and surplus of 
the bank. Supervisory authorities should be given power to im- 
pose less severe penalties in order to enforce immediate compliance 
with their demands, while penal provisions should be included 
to discourage flagrant violation. 

7° Recommendation of the executive council of the American Bankers’ Associa- 
tion, April 12, 1933. Quoted in Commercial and Financial Chronicle, CXXXV 
(April r5, 1933), 2525. 
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Congress and the Board of Governors have both too often ig- 
nored the opportunity to study the effectiveness of the various 
types and methods of regulation found in the different states. 
With the states as forty-eight laboratories, they could avoid many 
costly and unwarranted mistakes through careful observation of 
the effectiveness and desirability of certain state laws and regula- 
tions. If the federal government learns from the costly mistakes 
as well as from the improvements in state banking laws, we can 
achieve a sound banking system in this country in a relatively 
short time. 
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HE analysis of capital movements has been characterized 

in recent years by increasing complexity. Few economists 

today would defend the adequacy of the orthodox theory 
of price-level adjustments induced by gold movements; and yet 
the theories which have been substituted for this simple doctrine 
are so eclectic as to allow for almost any conceivable type of re- 
action. We are told, for example, that a transfer of purchasing 
power from one country to another may move the terms of trade 
in favor of either country" or, again, that real income in the re- 
ceiving country may either increase or decrease as a result of the 
transfer.? In short, an element of truth is found in almost every 
theory. 

Unfortunately, discussion has been confined largely to special 
cases in which the possibility of a particular reaction is demon- 
strated. Hence, although it is known that a capital transfer may 
produce a great variety of results, very little may be said with 
precision about the conditions necessary for the occurrence of a 
particular set of reactions. This unsatisfactory state of affairs will 
no doubt continue until a manageable general equilibrium theory 
of capital transfers has been developed. Such a theory must be 
sufficiently simple, on the one hand, that properties of the system 
may be examined and sufficiently complex, on the other hand, to 
include the relevant factors of adjustment. 

Equilibrating factors usually considered are changes in relative 

* Carl Iverson, Aspects of the Theory of International Capital Movements (London, 
1936), passim. 

? W. W. Leontief, “Note on the Pure Theory of Capital Transfer,” in Explora- 
tions in Economics (New York, 1936), p. 88. 

3 Most general equilibrium theories satisfy the second criterion but not the first 
(cf., e.g., B. Ohlin, Interregional and International Trade (Cambridge, 1935), Ap- 
pen. I, pp. 553-62. 
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price levels, modifications of resource distribution, movements of 
interest and exchange rates, and changes in sectional price levels. 
Of these, the first two have undoubtedly received the greatest 
amount of attention. It is now generally recognized that shifts 
of monetary purchasing power may change not only prices and 
factor allocations but also levels of total employment and hence 
real incomes. A completely general theory must include these 
output adjustments, as well as the types of change enumerated 
above. The difficulties of such a general analysis are so formi- 
dable, however, that I have attempted the more modest-task of 
isolating the influence of real income adjustments alone.‘ 

To discuss this problem I have set up a simplified model of 
trade between two countries, in which changes of prices, interest 
rates, and exchange rates are impossible. The assumptions of un- 
employment, rigid monetary wage structures, competitive indus- 
tries, and constant returns are sufficient to insure that changes of 
monetary demand will affect levels of output rather than prices. 
Monetary assumptions necessary to isolate real income effects are 
(1) the maintenance of constant interest rates in both countries 
and (2) the maintenance of fixed exchange rates. With the fixed- 
exchange-rate assumption, the currency unit of either country 
may be used as a unit of measure in both. Henceforth, all figures 
of income, consumption, etc., will be given in the currency of the 
paying country. 

Under the simplified conditions set forth above, total income 
in each country will be determined by the amount of net invest- 
ment and the character of consumption functions. The defini- 
tion of income is the usual one of consumption plus net invest- 
ment. But net investment now comprises two parts: (1) the net 
increase of producer’s goods (and stocks), which I shall call “do- 

4 Although my conclusions are strictly applicable only to economies conforming 
to a rather rigid set of assumptions, I believe that much can be said to justify the 
real income approach. In the first place a partial analysis may considerably improve 
one’s intuition and make “guessing’”’ about the general problem more intelligent. 
Second, the results even for this simple case are so numerous as to defy broad gen- 
eralization. Finally, impediments to movements of prices and monetary costs fre- 


quently make it extremely useful to know whether real income adjustments alone 
can create for a debtor country the required export surplus. 
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mestic investment,” and (2) the increase (decrease) of indebted- 
ness abroad, arising from a favorable (unfavorable) trade balance. 
This second item of investment is simply the difference between 
exports and imports. Since total consumption for a given coun- 
try consists of its consumption of domestic goods plus its imports, 
it follows that income may be measured by the sum of consump- 
tion of domestic goods, domestic investment, and exports.‘ 

We may assume that initially the system is in equilibrium in 
the sense that any difference between exports and imports of one 
of the two countries is made up by private-capital movements. 
Suppose that an international transfer of 1o units disturbs this 
equilibrium. The mechanics of the monetary transfer will not be 
discussed. I shall assume either that foreign balances of the pay- 
ing country are drawn upon or that gold is shipped or that banks 
of the receiving country extend loans to those of the paying coun- 
try, the proceeds of which are used to make payment. In any case, 
as long as interest rates and exchange rates are not altered, the 
effects of the transfer upon incomes are independent of these fi- 
nancial arrangements.’ The income effects depend entirely upon 
the fiscal policies of the two countries. Thus, if budgets are ex- 
actly balanced in both countries, the transfer will increase mone- 
tary income in the receiving country and reduce it in the paying 
country, regardless of whether the banking systems respond with 
a movement of gold or with a shift of international balances. It is 
dangerous to assume, however, that purchasing power will always 
expand (initially) in the receiving country and contract in the 
paying country by exactly the amount of the transfer. The gov- 
ernment of the receiving country, for example, may simply build 

SI have introduced here the simplifying assumption that imports in both coun- 
tries are for consumption purposes. If the period of time considered is sufficiently 


long, so that investment is independent of the level of output, my simplification will 
not alter the final outcome. 


* Invariance of exchange and interest rates implies a flexibility of bank policy 
which probably does not exist among any of the modern banking systems. I have 
assumed that gold movements and movements of international balances leave lend- 
ing terms of the central banks unchanged, not because I regard this as a realistic 
assumption but because I wish to isolate the influence of real income adjustments 
alone. 
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up a surplus with the transfer sums. In this case the only income 
adjustment is that attributable to disinvestment (taxation) in the 
paying country. Likewise, the debtor country may pay from the 
proceeds of a bond issue, in which case the sole income adjust- 
ment arises from public spending in the receiving country. Thus 
there are three cases to consider: (1) a transfer accompanied by 
government disinvestment in the paying country and government 
investment in the receiving country; (2) a transfer accompanied 
by government disinvestment in the paying country but no gov- 
ernment investment in the receiving country; (3) a transfer ac- 
companied by government investment in the receiving country 
but no government disinvestment in the paying country. 

These original changes of monetary incomes should not be con- 
fused with secondary movements of consumption and investment, 
in subsequent periods, induced by the initial purchasing-power 
shift. I shall refer hereafter to the initial change as a “‘direct” or 
“primary”’ income effect to distinguish it from “induced” or “‘sec- 
ondary” changes. Solution of the transfer problem, for my simple 
model, reduces to analysis of the manner in which secondary ef- 
fects alter incomes and the balance of trade of the two trading 
countries. Such secondary changes will obviously vary according 
to the time sequence of income receipt and expenditure; conse- 
quently, it is necessary to specify a dynamic system. For this 
purpose I shall assume, throughout, a lag of one period in the 
consumption of income behind its receipt. Likewise, I shall as- 
sume that induced private investment in a given period depends 
upon income of the previous period. With this dynamic system 
in mind, interpretation of Tables 1, 2, and 3, where the analysis 
is set forth, is a simple matter. 

Each of the tables is divided into three parts. In Part I the 
transfer is assumed to affect income directly in both countries; 
that is, money incomes are expanded in the receiving country and 
contracted in the paying country by exactly the amount of the 
transfer. In Part II, on the other hand, contraction in the paying 
country is the only direct effect of the transfer; the government of 
the receiving country is assumed not to pay out the proceeds to 
its citizens. Finally, in Part III of each table direct income ef- 
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fects are limited to public spending in the receiving country; the 
debtor government is assumed to make payment either from an 
accumulated surplus or from the proceeds of a loan. 


TABLE 1 
TRANSFER EFFECTS WHEN BOTH COUNTRIES ARE STABLE IN ISOLATION 
(International Transfer=10 Units) 








In Paying In Receiving 
Country Country 





Marginal propensity to consume foreign goods 


Marginal propensity to consume domestic goods ° 
Marginal propensity to invest o. 











CHANGES IN Payinc Country CHANGES IN ReceIvinc CouNTRY 





Consump- — ae ey 
tion of tion of Invest- tion of Invest- 
Foreign ment ment 
Ge oods Goods 
(2) 


= 
os 
~ 





,2e°90%0 
82gr0°0 


—2.0 
—0.4 
—o.08 
—o.016 
—0.0032 


eo 





















































Since the construction of all the tables is the same, it will suffice 
to explain one of them. Consider the first line of Table 1. In the 
first period the income of the paying country is reduced by ro and 
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that of the receiving country increased by the same amount. 
These changes react upon consumption and investment of subse- 
quent periods in the manner indicated. A marginal propensity to 
consume domestic goods of 0.2 in the debtor country means that 
consumption of these goods in the second period is 2 units less 
than it would have been in the absence of the transfer. Likewise, 
imports are 2 less and domestic investment 1 less, since marginal 
propensities to consume foreign goods and to invest are o.2 and 
0.1, respectively. Similar considerations explain the deviations of 
consumption and investment from equilibrium levels (in the sec- 
ond period) in the receiving country. 

It was shown above that income in each country may be ex- 
pressed as the sum of consumption of domestic goods, exports, 
and domestic investment. Deviations of income from equilibrium 
may therefore be obtained by addition of the deviations of these 
three items. Thus the quantity —2 in the income column of the 
paying country (for the second period) is found by adding the 
items in line 2, columns 1, 3, and 6, while the excess income of the 
receiving country for this same period represents an addition of 
the items in line 2, columns 2, 5, and 7. Changes of income in the 
second period then react upon consumption and investment of 
the third period and so on. In this manner the time sequence of 
income and trade adjustments following a single transfer may be 
computed for as many periods as desired. The systems outlined 
in the tables are all stable, so that, in the absence of further pay- 
ments, incomes of the two countries return eventually to their 
original positions. 

Discussions of the transfer mechanism usually distinguish be- 
tween two problems: (1) analysis of time sequences (such as those 
discussed above) which follow a single payment and (2) compari- 
son of the old equilibrium with the one which eventually prevails 
when transfer payments are regular. The distinction is the fa- 
miliar one between dynamic analysis and comparative statics. 

The behavior of dynamic adjustments is obvious from the 
tables, but it is perhaps less obvious that the same tables may be 
used to compare a new equilibrium with an old one. For the 
cumulative effect upon income (let us say) in the mth period after 
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regular payments are begun is simply the sum of the first » terms 
in our income columns. That is, the total effect of the » regular 
payments is the sum of the effects of single payments made 
m—1I,%— 2,....,2, 1, © periods previously. But the effect 
(in the mth period) of a payment made  — 1 periods previously 
is given by line », while the effect of a payment made m — 2 pe- 
riods previously is given by line m — 1, etc. Hence the sum of the 
first m lines represents the total influence (in the mth period) of 
all previous payments. The process of addition may be continued 
indefinitely, but eventually the sums will approach limits. When 
this point is reached, we say that a new equilibrium has been es- 
tablished. Displacements of the new equilibrium from the old are 
then measured by the column totals.’ In other words the totals 
may be interpreted alternatively as the sums of income adjust- 
ments in all periods to a single payment or as the eventual dis- 
placement of equilibrium which will result from a series of regular 
payments. 

The upper part of Table 1 shows that, with a periodic payment 
of 10 units affecting income directly in both countries, the new 
equilibrium level of income is 12.5 less in the paying country and 
12.5 greater in the receiving country than without the transfer.* 
Collection of the transfer sums has depressed the level of output 
in the debtor country, while the spending of the same sums has 
stimulated output of the creditor. These changes, in turn, have 
reduced imports of the paying country by 2.5 per period and have 
increased her exports by 1.25 per period. Income adjustments in- 
duced by the shift of purchasing power have thus made available 
3.75 units of foreign exchange per period—an amount obviously 
inadequate to make the entire payment. 

When the direct effects of the transfer are limited to its collec- 
tion in the paying country (Table 1, Part II), real income of each 
country is reduced, that of the paying country by taxation and 

? Totals given in the tables are not the actual ones but the limits which the sums 
in each column approach (cf. appendix). 

* It is only an accident of the particular numerical example chosen that reduction 
of income in the paying country is exactly equal to the rise of income in the re- 
ceiving country. 
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that of the receiving country by lower exports to the paying 
country. Thus both exports and imports of the debtor country 
decline. But her imports decline more than her exports so that 
2.5 units of foreign exchange per period are freed for making the 
actual transfer. 

Finally, Part III of Table 1 shows that, if the transfer affects in- 
come directly in the receiving country but not in the paying 
country, real incomes of both countries rise. The higher income 
of the former is attributable to. public spending induced by the 
transfer, that of the latter to greater exports to the receiving 
country. Both exports and imports of the paying country are in- 
creased, and again foreign exchange is freed for making the actual 
payment, since exports rise more than imports. Once again, how- 
ever, the foreign exchange set free is inadequate to make the en- 
tire transfer. 

It appears from Table 1 that adjustments of real income 
brought about by a transfer of purchasing power are capable of 
creating a part, but not all, of the necessary export surplus for 
the paying country and that the surplus will be greater if both 
countries allow incomes to be affected directly than if only one 
does so. A glance at Tables 2 and 3, where the same problem is 
worked out for different marginal propensities to consume and 
invest, shows, however, that the results obtained in Table 1 are 
not general. 

Consider Part I of Table 2. Despite government disinvestment 
in the debtor country, income has risen there, as well as in the 
creditor country. Increased exports to the receiving country have 
exerted a more important influence on the income of the debtor 
country than has reduced consumption arising from collection of 
the transfer sum. Hence both her exports and her imports have 
increased. But exports have risen much more than imports, and 
the foreign exchange set free in this manner is more than suff- 
cient to make the actual transfer. 

Part II of Table 2 presents a situation entirely analogous to the 
Keynes dilemma over German reparations. Contraction in the 
paying country being the only direct income effect, real income 
naturally declines in both countries. As a consequence both ex- 





THE TRANSFER PROBLEM RECONSIDERED 405 


ports and imports of the debtor country are reduced. Her exports 
however, decline more than her imports. In other words, taxation 
has moved the balance of trade against the paying country—a 


TABLE 2 


TRANSFER EFFECTS WHEN THE RECEIVING COUNTRY 
Is UNSTABLE IN ISOLATION 


(International Transfer= 10 Units) 
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result quite contrary to usual expectations. No amount of contrac- 
tion in the debtor country will, in this case, create an export sur- 
plus. It follows that the transfer imposes an impossible burden 
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that of the receiving country by lower exports to the paying 
country. Thus both exports and imports of the debtor country 
decline. But her imports decline more than her exports so that 
2.5 units of foreign exchange per period are freed for making the 
actual transfer. 
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country, real incomes of both countries rise. The higher income 
of the former is attributable to public spending induced by the 
transfer, that of the latter to greater exports to the receiving 
country. Both exports and imports of the paying country are in- 
creased, and again foreign exchange is freed for making the actual 
payment, since exports rise more than imports. Once again, how- 
ever, the foreign exchange set free is inadequate to make the en- 
tire transfer. 

It appears from Table 1 that adjustments of real income 
brought about by a transfer of purchasing power are capable of 
creating a part, but not all, of the necessary export surplus for 
the paying country and that the surplus will be greater if both 
countries allow incomes to be affected directly than if only one 
does so. A glance at Tables 2 and 3, where the same problem is 
worked out for different marginal propensities to consume and 
invest, shows, however, that the results obtained in Table 1 are 
not general. 

Consider Part I of Table 2. Despite government disinvestment 
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exerted a more important influence on the income of the debtor 
country than has reduced consumption arising from collection of 
the transfer sum. Hence both her exports and her imports have 
increased. But exports have risen much more than imports, and 
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ports and imports of the debtor country are reduced. Her exports 
however, decline more than her imports. In other words, taxation 
has moved the balance of trade against the paying country—a 
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upon the paying country unless the receiving country will co-op- 
erate in expanding her citizens’ money incomes. 

On the other hand, if direct income effects are limited to ex- 
pansion in the receiving country (Part III, Table 2), the real in- 
come adjustment is sufficient in this case to make the actual trans- 
fer. As in Table 1, Part III, income rises in both countries, and 
higher incomes increase both exports and imports of the paying 
country. But unlike Table 1, Part III, the rise of exports in the 
present case is sufficiently greater than the rise of imports to 
move the trade balance in favor of the paying country by an 
amount greater than the transfer. 

It is clear from Table 2 that, for the propensities to consume 
and invest there postulated, the co-operation of the receiving 
country is absolutely essential; contraction in the paying country 
only makes matters worse. But if monetary income in the receiv- 
ing country expands by the amount of the transfer, it makes no 
difference whether or not the paying country’s income is reduced 
in its collection, for in any case the change of the trade balance 
arising from expansion in the receiving country will be sufficient 
to make the actual transfer. 

A third set of possible results is given in Table 3. Contraction 
of purchasing power in the paying country and its expansion in 
the receiving country (Part I) serve here to reduce real incomes 
in both countries. The lower income of the former is attributable 
to the transfer collection; the latter’s income is reduced because 
the secondary effects of reduced exports to the paying country 
are more important than the original expansion of purchasing 
power. Imports of the debtor country decline more than her ex- 
ports, and the shift of the trade balance is greater than the amount 
of the transfer. With both countries co-operating, therefore, the 
income adjustments alone are adequate, but neither party gains, 
since incomes of both are reduced. Likewise, when the paying 
country contracts income in collection of the transfer sum, but the 
receiving country does not expand (Part II), incomes of both 
countries are again reduced, and once more the reduction of the 
debtor’s imports is sufficiently greater than the reduction of her 
exports to make the transfer possible with no further adjustments. 
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But again the transfer is detrimental to both countries. Finally, 
expansion in the receiving country unaccompanied by contrac- 
tion in the paying country (Table 3, Part III), while increasing 
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part of the actual transfer may be completed through income ad- 
justments of the creditor country. 

In discussing Table 2 it was noted that the transfer could not 
be completed through income adjustments without co-operation 
of the receiving country and that contraction in the paying coun- 
try only aggravated the situation. Table 3 represents, in some 
respects, the converse of Table 2. For now it appears that income 
adjustments will not suffice unless the paying country is willing 
to contract income in collection of the transfer sum and that ex- 
pansion in the receiving country makes the balance of trade un- 
favorable to the debtor. 

Study of our three tables reveals that purchasing-power shifts 
incident to an international transfer may either increase real in- 
come of the receiving country while decreasing that of the paying 
country (Table 1, Part I) or increase real income of both coun- 
tries (Table 2, Part I) or decrease real income of both countries 
(Table 3, Part I). The tables also show that the trade balance 
may move in favor of the paying country by more than the trans- 
fer or by less than the transfer or that it may even move against 
the paying country. The diversity of results may appear to pre- 
clude the possibility of useful generalization. If, by altering mar- 
ginal propensities to consume and invest, such pronounced differ- 
ences as those noted are obtained, it is not difficult to believe 
that still other types of solution might be obtained with other pro- 
pensities to consume and invest. Fortunately, this is not the case. 
It may be shown that, for the dynamic system postulated, the 
three tables are typical of the only solutions which are consistent 
with stable equilibrium. Hence, if we can summarize the tables, 
our answers will be general. 

It is desirable, first, to note the essential differences between 
the tables. I have selected marginal propensities to consume and 
invest in such a way that certain stability conditions are fulfilled. 
Suppose for a moment that the entire consumption function of 
each country refers to domestic goods only and that each country 
is isolated. Call the sum of the marginal propensity to consume 
domestic goods and the former marginal propensity to consume 
imports the “marginal aggregate propensity to consume.” It is 
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easily shown that an isolated country is in stable equilibrium (in 
the sense that, after small displacements, the variables of the sys- 
tem tend to return to their old equilibrium positions) if the mar- 
ginal aggregate propensity to consume plus the marginal propen- 
sity to invest is less than unity. If, for example, spendable income 
is increased by 10 in a country whose marginal aggregate propen- 
sity to consume is 0.5 and whose marginal propensity to invest 
is 0.1, the income of the next period will be 5 + 1 = 6 higher 
than otherwise, because of the induced consumption and invest- 
ment. Likewise, income of the second period after the spending 
program will be-3 + 0.6 = 3.6 higher than without the spending, 
because of the consumption and private investment induced by 
higher income of the previous period. Thus the sequence of dif- 
ferences between the equilibrium level of total income and the 
actual level will be a convergent series of the form 10, 6, 3.6, 
2.16, 1.296, etc. On the other hand, if the marginal aggregate 
propensity to consume is 0.8 with a marginal propensity to invest 
of 0.5, the same reasoning as above shows that a spending pro- 
gram will set in motion a series of increasing differences between 
the actual and equilibrium levels of income. No tendency exists, 
in this case, for a return to the old equilibrium position. 

In summarizing the tables I shall say that a country is stable 
in isolation if the marginal aggregate propensity to consume plus 
the marginal propensity to invest is less than unity; otherwise it 
is unstable in isolation. The three tables may now be distin- 
guished readily according to our stability condition. In Table 1 
both countries are stable in isolation; in Table 2 the paying coun- 
try is stable in isolation while the receiving country is unstable; 
finally, in Table 3 the receiving country is stable in isolation while 
the paying country is unstable. Although in Tables 2 and 3 one of 
the two countries is always unstable in isolation, the world-econo- 
mies in each case are none the less stable because of the low pro- 
pensities to consume and invest of the stable country. The obvi- 
ous fourth case—of two countries which are both unstable in 
isolation—is excluded because it is inconsistent with stability of 
the .world-economy. 

A brief summary of our results may facilitate examination of 
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the tables. Regular transfers affecting income directly in both 
countries (Part I of all three tables) will modify the system as 
follows: 

1. When both countries are stable in isolation, income will fall 
in the paying country and rise in the receiving country. The de- 
cline of imports and the rise of exports of the paying country will 
create a surplus of exchange which is inadequate to make the ac- 
tual transfer; hence some further restriction in the paying coun- 
try or expansion in the receiving country will be necessary. 

2. When the paying country is stable in isolation while the re- 
ceiving country is unstable, total income will rise in both coun- 
tries. The exports of the paying country will rise by more than 
her imports, and the favorable change in her balance of trade will 
be larger than the amount of the transfer. 

3. Conversely, if the paying country is unstable in isolation 
while the receiving country is stable, total income will fall in both 
countries. Imports of the paying country will fall by more than 
her exports, and again the favorable change in the trade balance 
will be greater than the amount of the transfer. 

If the paying country permits the transfer to reduce income 
directly while the receiving country uses it to accumulate a gov- 
ernment surplus, we may expect the following: 

1. Total income will fall in both countries regardless of stability 
conditions. 

2. In the normal case—in which both countries are stable in 
isolation—imports of the paying country will decline more than 
her exports, but the surplus of bills thus created will not be suffi- 
cient for the entire transfer. 

3. With the paying country stable in isolation and the receiving 
country unstable, the decline of exports of the paying country 
will be greater than the decline of her imports. In other words, 
collection of the transfer sum by the paying country will turn the 
balance of trade against her and make payment more difficult 
than before. In this case no amount of income reduction in the 
paying country will create a surplus of bills of exchange. 

4. In the converse case—in which the paying country is un- 
stable in isolation while the receiving country is stable—imports 
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of the former will decline more rapidly than exports, and the sur- 
plus of bills will be greater than the amount of the transfer. 

The following changes will occur if the transfer affects income 
directly in the receiving country only: 

1. Total income will rise in both countries, regardless of stabil- 
ity conditions. 

2. If both countries are stable in isolation, the rise of exports 
in the paying country will exceed the rise of imports, but the ex- 
change surplus will be smaller than the amount of the transfer. 

3. An exchange surplus will likewise by created when the re- 
ceiving country is unstable in isolation while the paying country 
is stable. Moreover, the excess of the rise in exports over the rise 
in imports will, in this case, be larger than the amount of the 
transfer. 

4. On the other hand, if the paying country is unstable in 
isolation and the receiving country is stable, the rise of imports of 
the paying country will exceed the increase of her exports. Thus 
direct expansion of income in the receiving country will serve 
only to aggravate the situation. 

The multiplicity of results summarized above may seem, at 
first glance, rather bewildering. Even with a system as simple 
as the one with which I have dealt, no very broad generalizations 
may be demonstrated. Nevertheless, we are now beyond the stage 
of analysis in which literally “anything may happen,” for it is 
possible to state precisely the conditions necessary to bring about 
a particular result. The conclusions, moreover, are not so com- 
plex as they first appear. Their systematic character may be ex- 
amined most readily in Table 4 where, for purposes of compari- 
son, I have tabulated them according to stability conditions and 
direct income effects. 

We are now in a position to evaluate the importance of real 
income adjustments, induced by shifts of purchasing power, in 
creating a favorable change in the trade balance of the paying 
country. It is clear that such adjustments will not produce a 
sufficient surplus unless (a) one of the two countries is unstable 
in isolation and (6) the unstable country permits the transfer to 
affect its income directly. Empirical evidence is inadequate to 
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determine how often such a situation may be encountered. Most 
investigations of consuming and importing habits have revealed 
marginal aggregate propensities to consume considerably less 
than unity. It seems likely, therfore, that few countries will have 
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marginal propensities to consume and invest large enough to place 
them in the unstable class. In other words the “normal’’ case— 
of stability in both countries—appears to be the most probable 
one. If this is true, real income movements induced by shifts of 
purchasing power may be expected to create only a part of the 
surplus required for capital transfers. 
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APPENDIX 

The propositions set forth above may easily be verified analytically. Let 
y = u(y) + v(y) + u(y’) represent income of the debtor country, where 
u:(y) is her consumption of domestic goods, »(y) her domestic investment, 
and u;(y’) her exports, assumed to depend upon income of the creditor coun- 
try. Likewise, income of the creditor country may be represented by y’ = 
ui(y’) + v'(y’) + u(y). The balance of trade of the paying country is then 
given by b = u:(y’) — u(y). The three equations of our static system are 
sufficient to determine the three unknowns y, y’, and 6b: 


y = u(y) + oy) + a2’) —O0-—71, 
y = uly’) +0’) + uly) +047, (1) 
b = ui(y’) — u(y). 


Parameters 0, 6’, and r of equations (1) represent, respectively, transfers 
which affect income directly in the paying country only, transfers which 
affect income directly in the receiving country only, and transfers which 
affect income directly in both countriés. By differentiating equations (1) par- 
tially with respect to these parameters it may be shown that 
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Letter subscripts, of course, indicate differentiation. “Income effects,” ob- 
tained in the same process of differentiation, are given by equations (3). 
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I have shown elsewhere that, for the dynamic system postulated, stability 
of the world-economy requires that A be positive and that both u,, + v, and 
iy + vy be less than unity.» Further, the paying country is stable or un- 
stable in isolation according as uy + 2, is less than or greater than unity, 
while the receiving country is stable or unstabl_ in isolation according as 
uy + vy is less than or greater than unity. With these restrictions in mind, 
all the conclusions of Table 4 may be established from equations (2) and (3). 

* The proof is obtained from solution of a set of difference equations of which 
the system (1) is a limiting case. Cf. L. A. Metzler, “Underemployment Equilib- 
rium in International Trade,” Econometrica, April, 1942, pp. 97-112. 
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NE of the central issues of economic principle and policy in the 
past decade has been the nature of the relationship between 
the business activity of the federal government on the one 

hand and the business activity of the rest of the economy on the other 
hand. Observation of this relationship has been mainly confined to 
conditions in which the economy was operating far below capacity, in 
which federal expenditures were concentrated upon public works and 
relief or subsidy payments, and in which federal expenditures never 
exceeded ten billion dollars in any year. The circumstances of the de- 
fense and war program are sufficiently different in all of these respects 
to suggest the possibility of re-examining generalizations based on this 
past observation. Attention will be centered here on aspects of the 
government-business relation in which the initiative lies with govern- 
ment. But it is not intended to imply either that the initiative always 
lies with government or that the cases in which initiative lies in the 
private sphere are unimportant. 

The relationship under consideration here may be most generally 
described by the statement that total economic activity is a function, 
of some type, of government business, somehow defined. The impor- 
tant problems, of course, rest in the selection of the content to be given 
the term “‘government business activity” and in the choice of a func- 
tion. Perhaps the simplest definition of “government business activ- 
ity”’ is net cash disbursement, or, more precisely, the excess of govern- 
ment cash disbursements over government cash tax receipts. Adjusted 
to take account of the different income-influencing effects of various 
types of expenditure and revenue, this excess has been referred to as the 
“net government contribution to community expenditure.” On the ex- 
penditure side of the net contribution the war program is now a domi- 
nant part of the total. Important light on this portion of the problem 
is offered by Chart I. This chart shows, on a cumulative basis since 
the beginning of the defense program: first, total funds made available 
to date; second, the total contractual commitments and other obliga- 
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tions entered into to date; and third, a total which for the moment may 
be considered as cumulative cash disbursements. It is immediately ap- 
parent that there is a significant lag of contract placements behind 
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available funds, the amount of this lag varying from a week or so to 
four or five months. There is an even more substantial lag of cash dis- 
bursements behind contractual commitments, a lag now equal on the 
average to something like a year. 
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Clearly neither the timing nor the amount of the government’s influ- 
ence upon total business activity can be measured by cash disbursements 
alone. The private sector may be expected to respond to the embodi- 
ment of government plans in appropriations of funds, and this response 
will be strengthened by the letting of contracts. An important advan- 
tage of time-lead will be gained in forecasting or influencing changes in 
general business activity if emphasis is placed on the time and volume 
of appropriations and contract commitments. Recourse to measure- 
ment at the earlier stages of the expenditure process is suggested as the 
first step in a better understanding of government business activity and 
the national income response pattern. 

It should be freely admitted that, for a large part of governmental 
nondefense expenditures, the type of situation illustrated by Chart I is 
not characteristic. For many nondefense expenditures—and, inci- 
dentally, for such defense expenditures as those for military pay and 
subsistence—the lag between provision of funds on the one hand and 
cash expenditures on the other is much smaller than is the case, e.g., 
in the naval construction program. For expenditures such as military 
pay, moreover, the two stages represented on Chart I by the contract 
curve and the cash curve practically coincide. However, important 
nondefense expenditures conform to the threefold pattern. Thus, an 
extensive works program undertaken for purposes of business stabiliza- 
tion might well present the characteristics exhibited by our chart. 
And in any case it still remains true that the cash-expenditure stage 
is not the earliest stage at which governmental business activity, sig- 
nificant for its influence on the general business situation, can be meas- 
ured. 

Of course, something akin to cash expenditures must remain an im- 
portant part of the concept of government business activity. It may 
be questioned, however, whether cash expenditure could not well be re- 
placed by a measurement which is more nearly synchronous with the 
government’s share in the gross national product. By the government’s 
share in the gross national product is meant those parts of the gross 
national product directly under government control—or this share may 
be regarded as the value of domestic goods and services produced for 
purchase by the government, together with the direct pay rolls of the 
government. These items are directly a part of the total volume of busi- 
ness of the economy. Their increase, therefore, is directly reflected in 
total business activity. The production of goods for government account 
“creates” income, even though the government has not yet paid for the 
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goods. It would be possible to treat the production of goods in advance 
of payment as a private “contribution,” in some more complete reckon- 
ing of the national accounts. But even so it would be a “contribution” 
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initiated by government, and it ought to be measured at the produc- 
tion, not at the payment, stage. 

This correction would not be important if there were not substantial 
possibility of variations in timing between the government’s share in 
the gross national product on the one hand and government cash ex- 
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penditures on the other. But, at least through 1941, there was con- 
siderable difference between the two magnitudes in total. Moreover, 
the differences would have been greater if it had not been for certain 
accidental offsets, as is clear from Chart II. Chart II shows, on a cumu- 
lative basis, total cash paid on account of that part of the defense pro- 
gram represented by construction and industrial production compared 
to the value of construction work and industrial production completed. 
Cash payments led increasingly at first, and the lead remained fairly 
constant through 1941. The middle grid compares cash payments for 
planes, ordnance items, and miscellaneous equipment and supplies 
with the value of deliveries of such munitiens. The lowest grid com- 
pares cash payments on construction contracts (including ship-con- 
struction contracts) with the value of construction work in place, i.e., 
done or components installed at the construction site. In the case of 
purchases of airplanes, ordnance, etc., cash disbursements appear to 
have led deliveries by a substantial margin. This margin presum- 
ably represents in large part down payments under the 30 per cent 
prepayment arrangement. Although the measurements are not very 
satisfactory, and although the margin shown in the middle grid is af- 
fected by a factor irrelevant to the present purpose," the chart carries 
a warning against assuming that expenditures on armament and value 
of armament produced are synchronous. The lead in the case of planes 
and ordnance appears to be partially offset by a lag in the case of con- 
struction and shipbuilding. In this case, value in place appears to run 
ahead of cash expenditures. Unfortunately, the data here are less sat- 
isfactory ; but the general showing of lead and lag is believed to be cor- 
rect. 

In addition to being themselves important as stimuli of total busi- 
ness activity, the funds made available and the contracts let are useful 
in forecasting actual defense production. Such a forecast cannot be 
made very satisfactorily through any mechanical statistical formula, 
either from the curve representing new defense funds or from the curve 
representing new contract awards. However, data on contracts, includ- 
ing both contracts for end-products and facility contracts, can be used 
in another way. On the basis of delivery and construction schedules 
under outstanding contracts it is possible to forecast defense production 
with some confidence. 

* The government purchases components for various types of guns and amuni- 


tion; the delivery curve shown on Chart II represents value of acceptances of com- 
pleted guns and ammunition rather than acceptances of purchased components. 
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penditures on the other. But, at least through 1941, there was con- 
siderable difference between the two magnitudes in total. Moreover, 
the differences would have been greater if it had not been for certain 
accidental offsets, as is clear from Chart II. Chart II shows, on a cumu- 
lative basis, total cash paid on account of that part of the defense pro- 
gram represented by construction and industrial production compared 
to the value of construction work and industrial production completed. 
Cash payments led increasingly at first, and the lead remained fairly 
constant through 1941. The middle grid compares cash payments for 
planes, ordnance items, and miscellaneous equipment and supplies 
with the value of deliveries of such munitions. The lowest grid com- 
pares cash payments on construction contracts (including ship-con- 
struction contracts) with the value of construction work in place, i.e., 
done or components installed at the construction site. In the case of 
purchases of airplanes, ordnance, etc., cash disbursements appear to 
have led deliveries by a substantial margin. This margin presum- 
ably represents in large part down payments under the 30 per cent 
prepayment arrangement. Although the measurements are not very 
satisfactory, and although the margin shown in the middle grid is af- 
fected by a factor irrelevant to the present purpose,’ the chart carries 
a warning against assuming that expenditures on armament and value 
of armament produced are synchronous. The lead in the case of planes 
and ordnance appears to be partially offset by a lag in the case of con- 
struction and shipbuilding. In this case, value in place appears to run 
ahead of cash expenditures. Unfortunately, the data here are less sat- 
isfactory; but the general showing of lead and lag is believed to be cor- 
rect. 

In addition to being themselves important as stimuli of total busi- 
ness activity, the funds made available and the contracts let are useful 
in forecasting actual defense production. Such a forecast cannot be 
made very satisfactorily through any mechanical statistical formula, 
either from the curve representing new defense funds or from the curve 
representing new contract awards. However, data on contracts, includ- 
ing both contracts for end-products and facility contracts, can be used 
in another way. On the basis of delivery and construction schedules 
under outstanding contracts it is possible to forecast defense production 
with some confidence. 

* The government purchases components for various types of guns and amuni- 
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pleted guns and ammunition rather than acceptances of purchased components. 
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Chart I shows the total defense effort on a cumulative basis. Chart 
III shows the same information in terms of monthly rates. During 
February, 1942 (the last month plotted), total munitions production 
and defense construction alone (lower line) were over two billion dol- 
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lars. If a complete picture of the defense program is desired, something 
like four hundred million dollars a month for military pay and sub- 
sistence, agricultural defense-aid products, stock-pile purchases, and 
miscellaneous services must be added to this. The prediction is offered 
that munitions production and defense construction alone will total 
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approximately three and a quarter billion dollars during the month of 
Jure.? Sometime toward the close of the first half of 1942, therefore, our 
defense production should be going at the rate of about forty billion 
dollars per annum. If the total program, including military pay and 
subsistence, is considered, the rate at that time should be about forty- 
six billion dollars a year. 

This method of forecasting calls for comment in one important re- 
spect. Legal commitments are made in advance and the forecast is 
based largely upon delivery and construction schedules under these 
commitments. Followed literally, it leads to understatement. More- 
over, the further we attempt to project a forecast into the future on this 
basis the greater the understatement—i.e., as we look further into the 
future we should rely less and less upon the legal commitments and 
take more and more account of the fact that the program may be in- 
creased substantially over what is now under contract. For this reason, 
projection further into the future is not attempted here. 

For the purpose of forecasting the effect of government business ac- 
tivity—however that may be defined—upon total business activity, it 
is necessary to discover the most reliable function describing the rela- 
tion between these two basic variables. The simplest, and probably 
most commonly used, functions are of the “‘constant-multiplier” type. 
Increments in national income are said to be equal to K times the in- 
crement in government net contribution, where K is a constant greater 
than one. 

The essential series for checking this hypothesis are shown on Chart 
IV. The estimated annual rates of each item in each quarter of 1940 
and 1941 and the first quarter of 1942 are given. The defense-effort 
curve in Chart IV excludes two minor items which were included in the 
defense-effort series of Chart II1I—deliveries to our stock piles and de- 
liveries of foreign government purchases. The stock-pile item was 
omitted as not properly a part of our gross national product, and the 
omission of foreign purchases for the present purpose is clearly indi- 
cated. Certain transfer items, principally the purchase of real estate, 

? This prediction was made in February. As of May 16, three and three-quarters 
billion dollars appears to be a better estimate. 

3 In the general form of this relationship, such as the Keynesian, the multiplicand 
is total investment, which includes private investment as well as the government net 
contribution. However, for the limited purposes of this paper it is clearly necessary 
to confine attention to those formulations in which government contribution is con- 
sidered the sole initiating force. Such a description of the relation does not, in fact, 
appear inappropriate for the period of the defense and war effort. 
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should probably also be omitted, but such items are a small part of the 
total and are difficult to segregate. While the defense effort is not the 
whole of the government’s share in the gross national value product, it 
is today the major part of it. Moreover, the nondefense share has been 
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fairly constant over the period of the defense program, so that the in- 
crements in the defense program correspond closely to the increments 
in the total. 

The top line, gross national product, is taken to represent total busi- 
ness activity. Gross national product is preferable to total national in- 
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come in the present connection for three reasons. First, gross national 
product more closely reflects cyclical fluctuations in total employment 
and in physical production indexes such as the Federal Reserve Index. 
Second, the resources potentially available to the war effort include the 
resources devoted to the replacement of durable capital goods; the out- 
put of these resources is contained in the gross national product but not 
in the national income. Third, the defense effort may logically be com- 
pared with the gross national product, since it is a part of it. But, be- 
cause the defense effort includes the production of durable goods for re- 
placement purposes as well as for additions to the total stock, compari- 
son with the national income is definitely less appropriate. In any case, 
general conclusions about the relationship between government busi- 
ness activity and general business activity are not affected by the use of 
gross national product instead of national income in Chart IV. 

In the series of gross national product a correction has been made for 
a significant defect in established methods of national income measure- 
ment which has been emphasized by the defense effort. Although it is 
not assumed in the current official measurements of income that the part 
of the gross value product of government taken by consumers varies 
from year to year with direct tax collections, these estimates have con- 
tinued to assume that the part of gross value product of government 
going to business enterprises does vary from year to year with indirect 
taxes. The great increases in indirect taxes and in armament expendi- 
tures have clearly indicated how unrealistic this latter assumption is. 

The dashed line (nondefense output) is the difference between gross 
national product and defense effort. The dotted line shows federal tax 
collections and, of course, is not strictly comparable to the defense 
curve, since the taxes are used to finance nonwar as well as war ex- 
penditures. An additional factor in the situation on the initiating side 
does not lend itself to graphic presentation—the retarding activities of 
the government which are suggested by the captions “priorities,” “al- 
locations,” and “rationing.” Fortunately for the present purpose, this 
factor became of major consequence only near the end of the period 
shown in the chart. 

It is submitted that Chart IV affords a striking example of the need 
for shifting from a view which conceives the relationship between gov- 

‘4 Estimated additions to corporate surplus and an allowance of ten billion dol- 
lars for depreciation and depletion in 1940, and slightly more in 1941, have been 
added to the series “Total Income Payments.” And, by way of a rough correction, 
Corporate income taxes have been added to this total. 
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ernment business activity and general business activity in the manner 
suggested by the term “multiplier” to one that would be better de- 
scribed as a stimulus-response conception of the relationship. The 
curve representing defense effort rises throughout the period and rises 
at an accelerating rate, while the curve representing federal tax collec- 
tions rises only slightly during 1940 and much more slowly than the de- 
fense effort during 1941. The “net contribution” obviously rises 
throughout the period. But nondefense output turns down sometime 
in 1941. Difficulties of measurement make it impossible to say exactly 
when the peak of nondefense output was reached, although it was prob- 
ably in the second half of 1941. For the present purpose this is suffi- 
ciently precise. 

It is clear that the ratio of the increment in the nondefense compo- 
nent of gross national product to the increment in defense effort was 
not constant but sharply declining during the period charted. The 
ratio became negative late in 1941. It is also true that the ratio of the 
increment in total gross national product to the increment in defense 
effort minus tax collections (i.e., roughly the net contribution) declines 
during the years 1940 and 1941. Moreover, the decline is of the essence 
of the relationship between defense effort and fiscal policy on the one 
hand and general business activity on the other. During 1940 the de- 
fense effort stimulated an increase in general business activity. As 
business approached capacity in 1941, nondefense output ceased to ex- 
pand and began to be displaced by defense activity. 

The significance of suggesting that the relationship under considera- 
tion be conceived as a stimulus-response relationship rather than as the 
type of relationship suggested by the term “‘multiplier’’ may well be 
summed up at this point. It is known that the response which an or- 
ganism makes to a stimulus varies with the condition of the organism. 
The same animal responds differently to the same stimulus when it is 
asleep and when it is awake, when it is sick and when it is well, when 
it is paying attention and when it is preoccupied with other matters. 
So, too, the pattern of response of general business activity to govern- 
mental business activity changes with the circumstances. There is no 
reason to assume that the same stimulus will have equal effects in a 
period of business recession and in a period of business expansion— 
rather, the contrary. More specifically, in the present instance, the 
response pattern must be expected to change as the volume of our gross 
national output approaches the capacity of our economy. 

So long as there is a substantial amount of excess capacity widely 
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distributed throughout various parts of our economy, the effect of a 
program of government business activity such as the defense program 
(unless there are very radical differences in fiscal policy or in other at- 
tendant circumstances) is likely to be a material increase in private 
business activity. In part, this private business increase represents a 
response to increased consumer demand supported by increased pay 
rolls and other earnings derived from the expansion of government 
business. In part, also, the increase in private business represents in- 
creased capital investment stimulated by the expanded government 
program. Thus, over a billion dollars’ worth of private construction 
work is known to have been completed on privately financed industrial 
facilities to be employed in defense production, and in addition over a 
billion dollars’ worth of such construction is under contract. Another 
capital investment response is to be found in the expansion of inven- 
tories of defense equipment and supplies in the process of manufacture. 
Such inventories of work in process in the hands of manufacturers must 
total several billion dollars today. 

The process of business expansion, if continued, inevitably presses 
against various limits—limits imposed by the capacity of facilities, 
limits of capacity of skilled workers needed for key operations, limits to 
the supplies of essential raw materials. As this stage is approached, or 
even earlier, private business activity ceases to expand, in physical 
terms, as rapidly as defense activity and may presently contract. The 
shift from nondefense to defense production appears to have been con- 
centrated thus far in the fields of construction and of the manufacture 
of durable movable goods. 

While the response of total real output to the stimulus of war produc- 
tion is limited by the scarcity of resources, the response of money in- 
come or of the money value of output is not limited in the same way. 
The evidence of Chart IV is therefore especially significant in indicating 
that even in money terms the constant-multiplier hypothesis is not 
verified. In part, but only in part, this may be explained by priorities 
and price control, which, although limited in scope, have been concen- 
trated in the crucial area of the durable goods. 

The period for which the income—or rather ‘‘output”—response 
pattern is here under observation is too short to reveal more than a 
small part of the whole pattern of response. It is, however, long enough 
to show that there is a definite pattern. In the writer’s opinion there 
is now urgent need to explore other parts of the pattern and other in- 
stances of this pattern. 
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The following recapitulation of findings may be offered: 

1. It is useful to think of the relationship between changes in gov- 
ernmental business activity and changes in private business activity in 
terms of stimulus and response. This does not imply that government 
activity is always on the stimulus side and private activity always on 
the response side but only that the cases here under consideration are 
cases in which the sequences that take this direction are prominent. 

2. When the stimulus is studied, it becomes advantageous to ob- 
serve the energizing aspects at stages earlier than the cash-disburse- 
ment stage, especially at the stage at which funds become available 
and at the stage at which contractual commitments are made. 

3. The cash-disbursement stage is not necessarily synchronous with 
that part of total business activity represented by government business 
activity. In the case under consideration, value in place has been sub- 
stituted for cash disbursements on construction and ship construction, 
and deliveries for cash disbursements in the case of planes, guns, and 
miscellaneous munitions. 

4. In terms of this more precise measure, government business ac- 
tivity can be predicted for a substantial period into the future. Such 
prediction makes use of production schedules for munitions under con- 
tract and construction schedules for the new industrial facilities under 
contract to produce them. 

5. The relationship between government business activity regarded 
as a stimulus and private business activity regarded as a response is one 
which varies with varying circumstances. In the case under considera- 
tion it exhibits a definite pattern. Even though the intensity of the 
stimulus has been increasing, the intensity of response has declined 
and even become negative as the capacity of our economy has been 
approached. There is need today to investigate other phases and other 
instances of the stimulus-response pattern. 





MONOPOLY EQUILIBRIUM AND ANTICIPATED 
DEMAND 
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I 


ORE and more reference is being made in monopoly analysis 
to what has been dubbed both an “imaginary” demand 
curve’ and a “subjective” sales curve.’ Clearly this is in line 

with the general tenor of modern economic theory, which has veered 
significantly into investigations of entrepreneurial expectations as the 
wellspring of business behavior. For competitive theory, the nature of 
price anticipations compatible with equilibrium has been fairly well 
aired in the discussions of the famous cobweb theorem.’ But for mo- 
nopoly theory, the corresponding task of associating actual to antici- 
pated demand states has been left comparatively untapped.‘ So far 
there has been very little discussion of the consequences for stationary 
equilibrium of the demand schedules on which entrepreneurs act being 
dissimilar from those representing the actual state of the market. .Con- 
cisely, the question is one of whether complete ideas on the market de- 
mand curve are requisite for equilibrium—for constant, continuing 
price and output adjustment in stationary conditions—or whether a 
less stringent condition can be assigned as consistent with equilibrium. 
The few remarks that are to be found on this are too bare and fragmen- 

*N. Kaldor, “Mrs. Robinson’s ‘Economics of Imperfect Competition,’ ” Eco- 
nomica, I, No. 3, new ser. (August, 1934), 340-41. Kaldor apparently was the first 
to turn this curve to light. 

*R. Triffin, Monopolistic Compeiition and General Equilibrium Theory (Cam- 
bridge, 1940), chap. ii especially. 

3 See the most recent discussions and bibliographical references in N. Buchanan, 
“A Reconsideration of the Cobweb Theorem,” Journal of Political Economy, Vol. 
XLVII, No. 1 (February, 1939), and M. Abramovitz, Price Theory for a Changing 
Economy (New York, 1939), chap. ii. 

‘I am using the term “monopoly” to cover all cases of price control very much 
as Higgins uses the term “‘non-perfect competition.” I do not see the merit of those 
terminological strictures which would practically exorcise the former term from the 
literature (B. Higgins, “Elements of Indeterminacy in the Theory of Non-perfect 
Competition,” American Economic Review, XXIX, No. 3 (September, 1939], 468). 
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tary to serve much purpose.’ It is to this point, therefore, that the fol- 
lowing argument is directed. 

Obviously this is a matter which cannot be permanently set aside. 
For only with perfect foresight do we find a full merger of the two 
curves; in fact, the problem then disappears. But it would seldom be 
seriously contended that market estimations are of this order in the 
uncertain world we know. 

In this brief note certain elementary cases will be treated and only 
the essential aspect of the equilibrium emphasized. Attention first will 
be paid to the conditions under which the adjustment will be deter- 
minate despite the inclusion of errors or, better, imperfections of an- 
ticipations. In most instances determinacy may be inherent in the da- 
ta, which must contain anticipations as an essential component, even 
in the presence of ultimate instability. In almost all cases the argu- 
ment will be based on the convenient though arbitrary hypothesis of 
straight-line demand curves. 

No attempt will be made to extend the argument to the ingenious 
and most engrossing specimen constructions introduced into the litera- 
ture by Sweezy‘ and Bronfenbrenner.’ But it will be evident that they 
can be covered by the general rules. 

Some terminological matters might be resolved at the onset. The 
demand curve whose image spurs entrepreneurial action will be referred 
to indiscriminately as the subjective, or imagined, or anticipated de- 


5 Kaldor undoubtedly has the correct answer in mind, but the two sentences 
which he begrudges to it can hardly be looked upon as a comprehensive statement 
of the equilibrium conditions (0. cit., p. 341). Triffin also recognizes the problem 
but then decides that it is extraneous to his static analysis (op. cit., p. 66), which it 
is not, as the following argument aims to demonstrate. There is no reason why, for a 
more realistic static analysis or for stationary conditions, foresight need be assumed 
as perfect and complete or, in this instance, the full course of the demand curve 
entirely understood. See the remarks in a similar vein by F. A. von Hayek, “Eco- 
nomics and Knowledge,” Economica, IV. No. 13, new ser. (February, 1937), 42. 

R. H. Coase, on the other hand, assumes ignorance of the demand curve on the 
part of the seller, with the exception of the position of the current price and sales. 
Yet, depending on the seller’s estimations of the probabilities and the profits at- 
tached to other demand points, Coase has him experiment with various price poli- 
cies. But this is nothing more than a device for deriving the real demand curve by 
the familiar trial and error processes in stationary conditions. In advance we are 
not told the conditions of equilibrium in the absence of this experimentation (“Some 
Notes on Monopoly Price,” Review of Economic Studies, V [1937-38], 20). 

6 P. M. Sweezy, “Demand under Conditions of Oligopoly,” Journal of Political 
Economy, Vol. XLVII, No. 4 (August, 1939). 

7M. Bronfenbrenner, “Applications of the Discontinuous Oligopoly Demand 
Curve,” Journal of Political Economy, Vol. XLVIII, No. 3 (June, 1940). 
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mand curve. It may even be called the ex ante demand curve.’ The 
market curve which finally confronts the entrepreneur, whether or not 
he ever becomes aware of its full course, will be referred to as such, or as 
the objective or real or actual demand curve. 


I 


Using this terminology let us consider the possible deviation between 
the two curves and the implications of its occurrence. Especially we 
will be interested in whether the equilibrium can continue, with other 
things unchanged, when this disharmony is found. 

First, should the subjective demand curve be an accurate projection 
of the market curve, there would be no problem whatever. This is 
worthy of mention solely for expositional completeness. Marginal 
costs, both expected and experienced, are equal to the analogous mar- 
ginal revenue concepts and to each other; the equilibrium is determi- 
nate and all the usual monopoly propositions follow. 

Suppose now that the actual demand curve is tangential to the ex 
ante curve at the point of maximum monopoly ex ante adjustment. The 
actual marginal revenue will be equivalent to the expected revenue.® 
Departures from the equilibrium will encounter resistance not only 
mentally but financially as compared to the current adaptation. The 
equilibrium position should tend to be stable and maintained through 
time. Despite erroneous ideas of the full course of the actual demand 
curve, there is no indeterminateness imparted to our results. All the 
usual propositions based on the separation of price and marginal costs 
can be drawn. What cannot be settled so easily is the relation between 
the actual monopoly output and the appropriate competitive output;?° 
for this the actual demand curve is alone apposite, together with the 
curve of marginal costs." 

* As Professor Ohlin has done. See his articles, “Some Notes on the Stockholm 
Theory of Savings and Investment,” Economic Journal, Vol. XLVII, Nos. 185-86 
(March and June, 1937). Some difficulty occurs, however, in speaking of an ex post 
curve. As Ohlin says, from an ex post view we would see only a point on the curve, 
the quantity actually sold at the market price (ibid., September, 1937, p. 424 n.). 
Still the term could be used. But to explain how would not be worth the bother. 

*On the equality among marginal revenues of demand curves which are tan- 
gential see Mrs. Joan Robinson, The Economics of Imperfect Competition (London, 
1933), P. 33- 

*° Using the term to refer to the output at which price and marginal costs are 
equal (N. Kaldor, “Professor Chamberlin on Monopolistic and Imperfect Competi- 
tion,” Quarterly Journal of Economics, LII (May, 1938], 520-21). 

™* Marginal costs must also be conceived as objective. See the discussion below, 
PP. 433-34. 
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Next, suppose that anticipations are imperfect but yet the position 
of maximum adaptation ex ante is congruous with a point on the actual 
market curve. That is to say, the average revenue curves, both im- 
agined and real, intersect at the point where net revenue ex anie is a 
maximum. The situation is depicted in Figure 1. The estimated or 
Y ex ante demand curve is lettered Da, 

the actual market curve, Dp. For 
the convenient case of costless out- 
put, the intersection—the condition 
for equilibrium—occurs at the out- 
put at which the anticipated mar- 
ginal revenue, M Ra, falls to zero. For 
straight-line curves this is halfway as 
far along OX as the intersection of 
OX and Da. 
x It should be noted that in this 
2 case, from the standpoint of the 
monopolist, the full adjustment ex ante could not possibly be equivalent 
to what a retrospective view would encourage. For the respective mar- 
ginal revenues will not be equal at the output at which the intersection 
of the average revenue curves takes place. 

Nevertheless, in view of the equivalence of the demand curves at the 
critical ex ante adaptation point, the equilibrium is determinate: the 
intended output can be disposed of at the planned price. The adjust- 
ment can continue through time. It is not stable in the sense that this 
term is used, viz., that a small movement away from the position would 
set up forces to restore it.” On the contrary, should even a minor aber- 
ration occur, the seller will see his ideas on the state of the market 
proved false. Perfectly rational behavior would commend that he re- 
vise his views, particularly when he finds the new, fortuitous position 
profitable."® Normally, should he find the new position unprofitable, 
the quest for a ‘“‘quiet’’ life’* would counsel his return to the previous 
safe resting-place—the position he found satisfactory initially and at 
which his contemplated output could be fully disposed of. 

The economic implications of this discussion should not escape us. 
Gone is the prospect of making ready assertions as to the economic 

12 Cf. Alfred Marshall, Principles of Economics (8th ed.; London, 1920), p. 345- 
Also the recent reformulation in J. R. Hicks, Value and Capital (Oxford, 1939), p. 62. 

13 As argued below, the new position cannot be one of equilibrium unless it, too, 
ends up somewhere on the actual market demand curve. 

4 Cf. J. R. Hicks, “The Theory of Monopoly,” Econometrica, III (1935), 8. 
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aspects of monopoly adaptation as compared to the competitive norm, 
unless the market demand curve is postulated as the basis for these 
deductions." The ex ante curve tells us nothing except the producer’s 
actual price and output policy. It reflects only the motives or forces 
stirring entrepreneurial behavior, but not the ultimate consequences. 

With regard to the intersection of the prospectively viewed and the 
market demand curve, we can proceed to narrow down the possible 
area of simultaneous equality and thereby emerge with some remarks 
relevant for the comparison of monopoly and competitive adjustments. 
The contrast intended is solely between a perfectly foreseen competi- 
tive state and whatever monopoly balance there is. 

It would be of no avail for stable equilibrium, when we assume costs 
as known, should the ex ante demand curve intersect the market curve 
beyond the position of ultimate competitive equilibrium. For mar- 
ginal costs would then be in excess of price.*® This position would not 
wittingly be adhered to by any monopolist for very long. 

The area of intersection which would permit continuance of the 
imperfectly foreseen equilibrium is confined, therefore, to the portion 
of the market demand curve which lies to the left of the competi- 
tive output and price, above it with respect to price. Only when 
the ex ante average revenue curve cuts the actual or real one in this area 
could the mistaken estimations be permanently tolerated in unvary- 
ing conditions of demand. 

Let us look at some illustrations in Figure 2. The ex ante demand 
curve may cut the market representation from above or below; the 
course for straight-line curves may be of a greater or lesser steepness or 
gradient. Obviously, should the appropriate equality of the curves oc- 
cur between the real maximum monopoly-demand point and that of 
competition, the wrong views of producers as to demand would yield an 
output more closely approaching the theoretical economic ideal.*? This 

*SIt seems to me that this function of market or objective demand curves has 
been overlooked by Triffin in stressing the importance of the subjective or ex ante 
curve (op. cit., p. 62). In fact, in view of his assumption of perfect foresight (p. 66), 
there is little point in the entire distinction; it only crops up when knowledge is less 
than complete. 

*6 For costless output, price would in this event be at zero. 

7 As the position of equality of price and marginal cost is usually described, 
given agreement on the desirability of the initial distribution of income (cf. A. L. 
Macfie, An Essay on Economy and Value (London, 1936], passim; A. P. Lerner, 
“Statics and Dynamics in Socialist Economics,” Economic Journal, Vol. XLVII, No. 
186 [June, 1937]; and H. Hotelling, ““The General Welfare in Relation to Problems 
of Taxation and of Railway and Utility Rates,” Econometrica, Vol. VI, No. 3 (July, 
1938]; also see the controversy of Hotelling and Frisch, Econometrica (1939). 
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is shown in Figure 2a. Here the ex ante curve is also less steep than the 
real market curve. 

In Figure 26 the intersection occurs to the left of the real maximum 
monopoly adaptation. Output is unduly low. Corrected views could 
not help but improve the adjustment. P, is the basic real monopoly 
price in both figures; P, is the price actually named. 

Little can be said as to the usual degree of deviation between the 
curves. Generally we should expect the entrepreneur to have fairly 
good ideas of demand near his current market price. But this is not 
necessarily true. Still, for outputs further away from the present de- 
mand, estimates partake more and more of the nature of uninformed 
guesses. 


Y 














Fic. 2 


Finally we need mention those cases in which the ex ante curve does 
not intersect the objective or market curve at all, or, if it does do so, the 
intersection is at an output other than that which is most profitable 
ex ante. Here the a priori views must subsequently be revised. If the 
seller is pleasantly surprised—output running out more rapidly than 
expected at the price named or the price being immediately bid up— 
then the original estimates would have to be altered in the light of the 
unforeseen but favorable circumstances. Not until identity, tangency, 
or intersection of the market curve with the imagined one, at the maxi- 
mum adjustment position on the latter, could the situation continue. 
The same is true when anticipations are disappointed, with demand 
being less than was expected. A landing must be made—somehow and 
sorheway—on the actual demand curve, given the continuance of the 
latter. With wrong ideas originally held and with the starting position 
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holding no chance of enduring, the paths to a final equilibrium are 
manifold and devious. It would avail little to outline any of them 


here."® 
III 


Before leaving this matter, although a full discussion is not con- 
templated, a word might be appended on what we could expect with 
the inclusion of cost curves into the foregoing argument. They too can 
be decomposed into actual and imagined configurations—depending 
upon what the prospective and retrospective views on costs are—for 
the production interval. It would still be the “backward-looking,”’ or 
retrospectively known, or actual cost curves, rather than the “forward- 
looking’’*® ex ante curves, which would constitute the basis for proposi- 
tions on economic activity or on the implications of entrepreneurial 
prognostications, acting either monopolistically or competitively.” 
And it should be generally comprehended that when ex ante views turn 
out to be far from the ultimate eventualities and at the same time 
bring new, ill-suited plant into being, a mark will be left on all subse- 
quent outputs. After all, this is but a familiar Marshallian conclusion. 

Where plant already is in existence and prime costs alone are impor- 
tant, the curve of anticipated marginal costs must at least cut the curve 
of anticipated marginal revenue, not only where both the actual and 
the imagined demand curves intersect but also where the subjective 
average prime cost curve cuts the actual average prime cost curve.” 
Otherwise change would be fostered whenever the entrepreneur ex- 
amined his total prime cost outlay at the end of a period and found that 
it deviated from what was expected. It would then be apparent that 
ex ante the marginal costs were incorrectly computed. Only when both 
average prime expenses were identical would the belief that there is no 
reason to recompute marginal costs be reinforced. For only then would 
they, to the superficial retrospective view of the entrepreneur without 


8 Cf. in a similar connection George J. Stigler, “(Notes on the Theory of Du- 
opoly,” Journal of Political Economy, XLVIII, No. 4 (August, 1940), 533. 

9 See G. Myrdal, to whom the first use of the ex ante, ex post terms is attributed, 
for this terminology too (Monetary Equilibrium (London, 1939], p. 46); also Ohlin, 
who largely popularized the first set of terms in the English literature (op. cit., 
March, 1937, p. 55). 

*° Cf. J. R. Hicks, “The Foundations of Welfare Economics,” Economic Journal, 
Vol. XLIX, No. 196 (December, 1939). 

** Or where, as in the case of demand, the average prime cost curves are tangential. 
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full knowledge of the actual course of the curve, appear to have been 
precisely deduced in the ex ante judgment. 

Under stationary conditions the anticipated and the actual cost 
curves could continue to diverge through the rest of their length, while 
the above condition is satisfied, solely by virtue of miscalculations on 
input-output relations. For the cost curves are a resultant of the two 
forces: factor prices and factor productivity. For factor prices the de- 
viation of the expected from the actual would always be evident. Ac- 
curate assessment of factor productivity could not be carried through 
so easily. This must account for any cleavage between the two cost 
curves. 

Far and away the chief obstacle to a confident assertion that one of 
our final equilibrium positions will really be reached is the fact of fre- 
quent changes in the actual or real demand curve. Perhaps these dy- 
namic movements in demand might, in the main, be mitigated, could 
the trade cycle be obviated or its swings reduced. Then we might ex- 
pect economic movements to be of a relatively minor sort. Prediction 
could be more exact. But in so far as the cycle recurs, belief in the fre- 
quent attainment of a determinate equilibrium—in the sense in which 
this term has been used—must be classed as distinctly optimistic. A 
more realistic analysis would assign a larger role to inventories, em- 
phasizing their growth or depletion as a price is named at which all 
sales are to take place over a small interval of time.” Inventory would 
alter unexpectedly when forecasted sales prove to be miscalculated. 


; #2 Cf. the recent important contribution of E. S. Shaw, “Elements of a Theory of 
Inventory,” Journal of Political Economy, Vol. XLVIII, No. 4 (August, 1940). 
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of ‘‘net”’ capital formation for the years 1919-35. The figures are 

derived by comparing data on “‘gross capital formation’’ prepared 
by himself, with estimates of “capital consumption” prepared by Dr. 
Solomon Fabricant.’ The resulting plus or minus quantity in any par- 
ticular year is taken as the measure of net capital formation or con- 
sumption for that year.’ The writer has encountered very considerable 
confusion and misunderstanding as to the conclusions which may valid- 
ly be drawn from the Kuznets-Fabricant estimates, and it is the pur- 
pose of this note to present certain qualifications which should be borne 
in mind whenever they are employed. 

Nothing which follows is to be construed as in any way questioning 
the accuracy and scholarly character of Kuznets’ work or the appro- 
priateness of his definitions for many purposes. Assuming, however, 
that Kuznets’ figures are as accurate a measure as can be obtained of 
the “process of commodity flow’’ of real capital, what conclusions may 
we draw from the fact that in this or that year gross capital formation 
is exceeded by or exceeds gross capital consumption? 

These_is.a-strong tendency to confuse the Fabricant estimates of 
capital conSumption in a particular year with the value of the actual 
physical replacement needed in that year. Fabricant, however, warns 
us against taking his figures too literally.‘ But for those who overlook 
this warning it is only a step to the second major error frequently made 
regarding the figures. It is often thought that the existence in any 
period of “‘net capital consumption,” as defined by Kuznets and Fabri- 

* National Income and Capital Formation—1919-1935: A Preliminary Report 
(New York, 1937); Commodity Flow and Capital Formation, Vol. I (New York, 
1938). 

* Capital Consumption and Adjustment (New York, 1938). 

3 Kuznets, National Income and Capital Formation—1919-1935 and Commodity 
Flow and Capital Formation, Vol. I. 

4 Op. cit., p. 30, n. 2. 


|: RECENT volumes Dr. Simon Kuznets’ has presented estimates 
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cant, ipso facto proves that during that period the economy was “‘re- 
gressing,” or failing to “maintain its capital stock”; or becoming 
“‘poorer,”’ or “shortening its structure of production.’’ These ideas, it 
must be stressed, are not to be attributed to either Kuznets or Fabri- 
cant, but they are sometimes deduced by unwary readers of the esti- 
mates, and it is indispensable to clear understanding of the net figures 
that we realize that, in real terms and for certain important purposes, 
none of these conclusions are necessarily true. 

With the exception of claims against foreign countries, Kuznets tells 
us that his figures on capital formation are “either commodity totals 
or changes in them or activities such as repair and alterations that 
leave tangible evidence of the change they caused in the commodity. 
In accordance with the basic viewpoint of this study capital formation 
is conceived of as a process of commodity flow.’’s 

In other words, with certain qualifications, and making adjustments 
for changes in market prices, the Kuznets figures reflect the formation 
of ‘real capital. However, the basis of the Fabricant data is very dif- 
ferent. They represent not actual commodity flows or the results of 
physical changes but in large part financial entries expected to reflect 
the wearing-out of capital goods. In comparing Kuznets’ data with 
Fabricant’s, we pass in the main from physical to financial material, 
and an incautious comparison of the two may be highly misleading. 

Dr. Fabricant gives a detailed presentation of his data in his book 
Capital Consumption and Adjustment. He defines capital consumption 
as the “current value of durable goods used up in production.”’ He 
tells us that “the relation is an economic one of anticipation and alloca- 
tion—not a physical one of cause and effect.”* The basic data drawn 
upon are actual and estimated depreciation and depletion charges, with 
some data on repairs and maintenance, adjusted for changes in price 
level by appropriate indices of replacement cost.® 

The use of depreciation allowances as the most important single 
item of Fabricant’s data entails inevitable ambiguity. As already 
pointed out, there is a tendency to confuse Fabricant’s totals with re- 
placement demand. To caution against this he tells us in a footnote: 

To guard against misuse of these figures it is necessary to emphasize at 
this point that the depreciation figures measure only very roughly the po- 
tential demand for replacements. There are three reasons for this: (1) capi- 

5 Commodity Flow and Capital Formation, p. 466. 

6 Fabricant, op. cit. 8 Ibid. 

7 Op. cit., p. 19. 9° Ibid., Tables 1 and 5, and Part IV. 
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tal consumption is inadequately represented by depreciation charges alone; 
(2) depreciation charges do not necessarily coincide with the rate of retire- 
ment; (3) demand for replacement is influenced by profit expectations and 
other factors.'° 


The second of these reasons is the most important for purposes of the 
present discussion. 

In order to make my point clear it might be well to give an exam- 
ple, assuming for purposes of clarity a somewhat unrealistic exactitude. 
Suppose a stock of 100 machines, which are all installed in the same 
period. Let us suppose that they are depreciated on a straight-line 
basis of 10 per cent for ten years. We will suppose that this deprecia- 
tion charge faithfully reflects the wearing-out and/or obsolescence of 
the machines but that their current output remains practically un- 
changed. At the end of ten years they are all retired and replaced by 
equipment of similar expected life. 

In the case supposed the annual depreciation charge would be ro 
per cent, or the value of ten machines." It would be 1o per cent in the 
ninth year, when only one more year of useful life was left, and ro per 
cent in the eleventh year, when the newly replaced machinery had 
nine years of prospective use. Finally, it would be ro per cent in the 
tenth year, when actual replacement demand would be roo, and 10 
per cent during all the years, when replacement demand was zero.” 

It should be stressed that the example given implies no special as- 
sumptions as to the causal factors which determine the mass retire- 
ment of the machinery. In particular, adherence to a “‘replacement 
wave”’ theory is not postulated. The equipment may be retired because 
of obsolescence, changes in prospective profits, etc., etc. It is merely 
desired to point out that, if for one reason or another an industry does 
behave in this way, extraordinary variations of replacement demand 
are quite compatible with an absolutely steady depreciation charge. A 
machine may be also, in some cases, losing its internal strength or be- 
coming obsolete without any substantial change in its current produc- 
tive power, measured in real terms. We would, therefore, ceteris paribus, 
expect a society subject to general recurrent replacement concentra- 
tions to show the following: (1) great variation in the demand for cap- 


%© Tbid., p. 30, n. 2. 

™* Making adjustments for changes in prices. 

™ Fabricant devotes considerable space in his book to the desirability of using a 
“service-output” basis of depreciation. It should be noticed that the use of such a 
measure would not affect the example given. 
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ital goods; (2) comparative steadiness in final current output; (3) rela- 
tive steadiness in the annual total of charges for depreciation.’ 

Kuznets’ and Fabricant’s figures are remarkably consonant with 
these expectations. Fabricant tells us that “charges for replacement 
usually fluctuate more violently than output,’’4 yet “the outstanding 
characteristic of business measures of depreciation is their steadi- 
ness.’’*5 The contrast between steady depreciation measures and fluc- 
tuating real capital formation is indicated in Figure 1, derived from 
data in Kuznet’s book.*® 

Capital consumption, as measured by Fabricant, is plotted by sub- 
tracting the net from the gross figures."’ It is seen to be quitc steady, as 


Billi 
Delers Gross Capital Formation 
tal Capital Consumption 





~§ 








1920 4 25 1930 1935 


Fic. 1.—Capital formation for business purposes only. (Source: Simon Kuznets, 
National Income and Capital Formation—1919-1935.) 


compared with capital formation. This is not surprising, since the 
greater part of Fabricant’s data is based on depreciation charges. We 
have no way of knowing, from Fabricant’s and Kuznets’ data, how 
much of the variations in gross capital formation are due to variations 


3 This would be particularly the case if “‘straight-line” depreciation were used. 
The use of service-output depreciation, however, would tend to modify this result. 
As long as production were maintained in the consumer’s goods industries, service- 
output would make no difference for them. But the ‘‘machines which make the 
machines,” the capital goods industries, would find that their market had almost 
entirely disappeared, and use of service-output depreciation would cause the total 
of depreciation charges to fluctuate with the movement of replacement, though 
not so much. 

4 Op. cit., p. 190. 1S Ibid., p. 196. 

16 National Income, pp. 43 and 49. 

17T use as the most directly comparable and as containing the least extraneous 
matter the comparison of net and gross capital formation for business purposes 
only and in “‘current” prices. However, the aggregates give substantially similar 
results in current or in 1929 prices and for all types of capital combined. 
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in replacement demand and how much to changes in expansion de- 
mand. But the contrast between smooth “‘consumption” and fluctuat- 
ing “formation’’ is certainly both challenging and suggestive. 

One may definitely conclude that Fabricant’s measures of capital 
consumption do not necessarily tell us the amount of replacement need- 
ed from year to year. Yet, though Kuznets is usually extremely careful 
in his use of terms, he does once or twice use language which may mis- 
lead readers into identifying Fabricant’s data with replacement de- 
mand. For example, he speaks of the “‘percentage distribution of gross 
capital formation between presumptive replacement . . . . and net ad- 
ditions.”** Later the word “presumptive” is dropped, and he says: “In 
capital formation destined for business use the importance of the re- 
placement share is only slightly less if we exclude business inventories.’”* 
Again, ‘“The apportionment between replacement and net additions is 
strikingly different . . . . in the case of government agencies.’’*” These 
statements are, in a sense, true, as indicating a vague average spread 
over a long period of time, but, in so far as they are based upon depre- 
ciation allowances, they need none of them be correct for any particular 
period. To put it differently, the average may not be at all typical. 
Thus, in the example given earlier, the average size of the replacement 
share is indicated by depreciation allowances to be 10 per cent. Yet if 
a defense commission, for example, wished to determine how much raw 
material was required to maintain the equipment of the industry in 
question, the 10 per cent estimate would be gravely misleading. Dur- 
ing five or six years replacement might be zero, and in other years it 
might be nearly 100 per cent. For practical purposes, therefore, the 
distribution over time of replacement demand cannot be ignored. 

It might appear that we have been elaborating the obvious, but the 
writer is convinced that a failure to grasp thoroughly these preliminary 
points lies at the base of the second major error frequently made con- 
cerning the meaning of the net figures. Considering now this second 
point—does the existence of net capital consumption in a given year 
prove that the economy is failing to maintain its capital stock? Can 
fluctuations from net capital consumption to net formation and back 
again be held compatible in some cases with the existence of a station- 
ary state? Professor A. H. Hansen seems to assume the contrary, for 
he tells us that “Kuznets’ study shows that . . . . in the Great Depres- 


*® Commodity Flow and Capital Formation, p. 470. 
"9 Ibid. (italics mine). 2° Jbid. (italics mine). 
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sion replacement fell far short of the amount necessary to maintain the 
capital stock.’ 

It is necessary first of all, however, to disentangle differences of defi- 
nition from differences of fact. There are at least two ways of thinking 
of the capital stock. One is as to its present current productive 
capacity. The other is as to present current productive capacity 
multiplied by time. Thus a machine for making toys might turn 
out 100 toys a year. If the machine were expected to last ten more 
years, its capital worth, leaving aside time discount, might be con- 
sidered as 1,000 toys. If the entire final output of the industrial system 
were supposed to consist of homogeneous units of consumer’s goods, 
we might say, for example, that the capital stock had a current pro- 
ductive capacity of 1,000 consumer’s goods per year.” But, on the 
other hand, while assuming the current yield the same, we might look 
ahead and say that at one point of time the machines have ten years 
remaining of active life. Hence the capital stock consists of 10 X 1,000 
potential units of consumer’s goods. At another point, with only one 
more year of future life, it would consist of only 1 X 1,000 units of po- 
tential consumer’s goods. Measured in this way the capital stock of a 
society which is otherwise stationary but has replacement concentra- 
tion is always changing. There would be constant variation in the 


number of potential goods the machine was capable of yielding.” 

Is there any sense in a particular measure of ‘‘maintaining capital”’ 
per se? Is the concept in itself a valuable one? Professor Hayek an- 
swers as follows: 


We are not interested in the magnitude because there is any inherent 
advantage in any particular absolute measurement of capital, but only 


t Full Recovery or Stagnation (New York, 1938), p. 69. My differences with Pro- 
fessor Hansen’s statement are, however, purely terminological, for he remarks on 
the same page: “It is the decline in the production of capital goods as a whole, 
whether new capital or replacement, which is the most outstanding characteristic 
of a depression period,” but ‘“‘the mere decline in such production does not imply, 
of necessity, a shrinkage in the structure of production.” 

* This assumption naturally represents a drastic simplification but leaves us 
free from involvement in many difficult problems not directly in point. 

23 Cf. A. C. Pigou, Economics of Welfare (4th ed., 1938), p. 40. Regarding the 
tota] stock of capital goods, Pigou writes: ‘“Maintenance of the value multiplied 
by time would only have been compatible with maintenance intact of its value, 
provided that the inflow of these machines in former years had proceeded at a uni- 
form rate.” 
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because celeris paribus a change in this magnitude would be a cause of a 
change in the income to be expected from it, and because in consequence 
any change in its magnitude may be a symptom for such a change in the 
really relevant magnitude income.*4 


In other words, if we are able to maintain the same income indefi- 
nitely—that is the important thing. Dr. Hicks implies a similar view. 
He defines income as ‘“‘the maximum amount that the individual can 
spend this week and still be able to spend the same amount in each en- 
suing week.’”*5 And Professor Pigou tells us that in a stationary state 
there is a “‘continuing flow, also unchanging, of real income.” 

It is submitted that if the capital equipment of a society remains 
always capable of yielding, in each period of time, an unchanged flow 
of consumer’s goods and services per capita, such a society is in a sta- 
tionary state.?? The fact that, owing to replacement concentration, the 
age distribution of the units composing the capital stock varies from 
time to time should not, in itself, be sufficient to establish the contrary. 
For the “really relevant magnitude” should be the continued flow of 
real income defined in terms of final consumption.” 

It is at this point that it becomes necessary to re-emphasize the pre- 
liminary point that net capital consumption, as defined by Kuznets 
and Fabricant, does not necessarily mean a decline in current capacity 


to produce goods; and we must take the matter further and point out 
that net capital consumption does not necessarily mean that society 
will ever, in the future, be confronted with an actual decline in current 
capacity to produce goods. All economists writing on capital consump- 
tion have, to be sure, pointed out that current productivity need not 
suffer while the process of consumption was going on. But most of 
them have stressed an eventual “day of wrath” in which the capital 


24 F. A. Hayek, ““The Maintenance of Capital,” Economica, August, 1935, p. 248. 

*s J. R. Hicks, Value and Capital (Oxford, 1939), p. 174. 

26 The Economics of Stationary States (London, 1935), p. 19. 

27 What is an “unchanged flow” will, of course, be considerably affected by the 
definition of a consumer’s good, which we use. The writer inclines toward Irving 
Fisher’s definition of real income without, however, subscribing to his ideas as to 
money income and double taxation. Space does not permit an elaboration of the 
knotty problems connected with the definition of real income. 

28 In other words, capital accretions and losses are excluded. This is the practice 
originally followed by Pigou. He reserved the name “national dividend” for 
a measure including both features, but, inconsistently, he appears to have excluded 
from the ‘“‘dividend”’ capital losses while including capital gains. 
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stock would be exhausted and current capacity to produce would drop 
to zero. Thus certain conservatives have said that we were “‘living on 
our fat’’ during the depression and that sooner or later the standard of 
living would fall when the capital stock was used up. However, the 
point which I wish to make is that the day in which the standard of 
living will have to be reduced may never come. For if the resources, 
men, and skills needed to do the replacing are kept available in real 
terms, then replacement can be made as the equipment wears out and 
no diminution in consumption need occur, regardless of what has been 
happening in the meantime to financial entries concerning depreciation. 

Depreciation allowances are of primary importance in the life-strug- 
gle of the individual firm. For society as a whole, as long as the system 
remains capable of manufacturing the necessary funds, and as long as 
the unused resources and skills remain, the need to instal an aggregate 
amount of capital, in each period, in excess of the aggregate value of de- 
preciation charges is not so pressing. 

Kuznets’ and Fabricant’s net figures are, speaking broadly, con- 
cerned with fluctuation in the amount of the capital stock in terms of 
its immediate final productivity multiplied by its future life. In con- 
sequence, their measure shows constant variation in the size of the 
capital stock. While one definition may be as good as another, provid- 
ing both are clearly understood, their fluctuating measure, it seems to 
me, slurs over equally important elements in the picture, namely, the 
relative stability of capacity to yield real income in terms of final con- 
sumption and also the relative stability of capacity to make replace- 
ments when needed. Our condition, therefore, during the periods when 
the Kuznets and Fabricant measure shows net capital consumption 
should be thought of, it is submitted, not as regression but simply as a 
failure to continue to expand. Were the capital stock being retired 
smoothly over time, the result would be different. But that does not 
seem to be the case. 

To be sure, a community subject to general spurts of capital installa- 
tion will, in the intervals, experience some unemployment. This un- 
employment may also cause a certain amount of deflation which may 
reduce to some extent the current flow of real income. The decrease, 
however, will be the result of disturbances in the flow of purchasing 
power and not of any physical inadequacy in the real capital stock. 
During the depression the laboring population may lose part of its 
command over certain socially desirable skills, there may be some un- 
dermaintenance, and the population may increase relative to the flow 
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of real income which the capital stock is capable of yielding.*® But I do 
not see how admitted regressions of this type can be measured with 
any accuracy by computing the aggregate value of depreciation allow- 
ances in excess of the aggregate value of capital newly installed. Since 
this is one of the principal bases of the Kuznets-Fabricant estimates of 
net capital consumption, it is not legitimate to try to twist their figures 
into deciding something which they were not intended to decide, name- 
ly, whether the American economy was going backward to an impor- 
tant degree during the great depression rather than standing still. 

29 If an armament program should unexpectedly be inaugurated at a time when 
the replacement of a large part of the capital stock was necessary, complications 
might ensue. The arms program would create an additional demand for machinery 
and equipment superimposed on what would normally be the case. Great strain would 
consequently be put on the productive capacity of the capital-goods industries. 
This strain would be much greater than if the war had occurred in the interval 
between replacement concentrations, when capital demand was much reduced. 
But the fact that a war comes at one time rather than another is quite fortuitous, for 
purposes of our argument, and does not affect it. War should rather be classed with 
earthquakes and other natural disasters—all of which may strain the productive 
system. 
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Analisi economiche. (1st ser.) By Fetice Vinci. Bologna: Nicola 

Zanichelli, Editore, 1940. Pp. 463. L. 60. 

Imagination in the choice of subjects and originality in the methods 
adopted are the outstanding features of this book.even if no allowance 
is made for the fact that the twenty articles which it includes were first 
published between 1912 and 1924. 

This volume is the first in a series that is to contain the collected 
papers of the author. And the Preface explains that the decision to 
proceed with such a republication was taken in response to the frequent 
request for an introductory text to “economic analysis.” It is the au- 
thor’s opinion (which the reviewer fully shares) that a set of concrete 
and varied examples best fills this purpose. 

The subjects covered in this first volume range over a good part of 
what is measurable in economics, including the production of sulphur 
in Sicily, the influence of interest upon savings, the population and 
wealth of cities, survival and concentration of joint-stock companies, 
prices and incomes, the elasticity of demand, exchange rates, price con- 
trol, strikes, raw materials, the observation of the business cycle, and 
the distribution of incomes. Some less “‘econometric”’ papers on meth- 
odological questions and the history of economic doctrines are also 
included. 

It is, of course, impossible in a brief review to give more than a 
glimpse of the rich contents of such a volume. But attention should 
certainly be called to a letter by Pantaleoni, reprinted in the Preface, 
in which this famous economist summarizes his position with regard to 
the theory of general equilibrium: This theory, he says, “has for third 
parties [meaning probably people other than Walras and Pareto] the 
drawback that, being completed by this time, it cannot be done over 
again, but can only be learnt ” Another and more serious objec- 
tion of Pantaleoni’s is that it is quite possible that some of the factors 
of the equilibrium 
go their own way according to trajectories still unknown... . [in which 
case] economic equilibrium exists only as a scholastic and didactical con- 
struction, but not as a reality. Population, its structure and its rate of in- 
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crease do not react [in a uniform and therefore predictable way, the re- 
viewer would add], as would the supply of a commodity, to variations in 
economic factors 


And there are other elements, such as inventions and discoveries, whose 
continual revolution entails continual and widespread changes. “Is all 
this indifferent to the economic equilibrium, or is it constructed in such 
a way ....as to be true, irrespectively of what happens within its 
boundaries?” Although all depends, of course, on how the “bound- 
aries” are defined, it seems to the reviewer that there is much truth in 
Pantaleoni’s statement. 

Another interesting letter included in the Preface is from Pareto, who 
wrote: 

.... You do well to study mathematics, but beware, it is of but sec- 
ondary importance. The principal thing is to study the social sciences as one 
studies the natural ones The only guide and master of theory is ex- 
perience. The only, absolutely the only question to be answered when it is a 
matter of judging a theory is: Does it, or does it not, agree with experience? 
The rest does not matter 

As to the various papers, one on the Sicilian sulphur-mining industry 
is of particular interest in connection with the recent T.N.E.C. hear- 
‘ ings on the American sulphur industry. It is to be noted that sulphur, 
of which almost the whole world output comes from Italy and this 
country, is in Sicily produced by a monopoly, while here it is produced 
by a duopoly—certainly a remarkable combination of extraordinary 
forms of industrial organization which would be worth a thorough 
analysis. 

Another subject to which three papers are devoted is the relative 
success, the mortality, and concentration of joint-stock companies of 
different size. It is refreshing to note that the interest in this subject 
was not inspired by that tiring, and often unscientific, desire to justify 
or contradict Marx’s predictions, but by the consideration that 
just as the welfare of a people depends both on the amount and the distribu- 
tion of its wealth, so its economic productivity does not only depend on the 
amount of productive resources, but also on the way in which these resources 
are distributed among the various enterprises. 


Having frankly recognized the shortcomings of measuring size by nomi- 
nal capital plus reserves, the author proceeds to a series of investiga- 
tions with the following results: (1) Among twenty-six companies in 
the Italian engineering industry, the percentage of net profit (after 
payment of interest on debts of all kinds) decreases continuously with 
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increasing capital from 11.1 to 6.0 in 1913 and from 15.5 to 6.1 in rors. 
This notable result is explained in terms of a better utilization of avail- 
able capacity by the smaller companies. (2) On the basis of data for the 
years 1902-13 it is found that the “infant mortality” of companies (i.e., 
during the first four years of life) was considerably larger than general 
mortality and that, in particular, “the great increase of new companies 
founded between 1905 and 1907 did not occur without prejudice to 
their vitality.’’ Cyclical fluctuations in mortality are given special con- 
sideration. (3) Contradictory results are reached for the change in con- 
centration that occurred between 1913 and 1917 among some six thou- 
sand companies, according as different measures are applied to their 
total distribution by size of nominal capital. But the results become 
quite unequivocal when different industries are distinguished. This is a 
beautiful example of the gains that always reward the economist who 
takes the trouble of looking behind general totals and averages. It also 
is characteristic of the author’s originality that he was initially led toa 
study of methods of measuring concentration not by the usual avenue 
of the “inequality” of incomes but by the less trodden path of indus- 
trial concentration. 

Many criticisms could be raised, especially in the light of more re- 
cent findings, against two papers which deal with incomes, prices, and 
demand elasticities. But there is no room for going into details. It 
should be noted, however, that in one of these papers the author devel- 
ops what essentially is the same as Snyder’s general index of the price 
level (pp. 222 ff.), including wage rates and even interest rates. The 
other paper is the one referred to in Pigou’s The Economics of Welfare 
(2d ed.; pp. 739-40 n.). This paper offers a good critical review of the 
contributions due to Pareto, Benini, Gini, Pigou, and Lehfeldt, in the 
course of which the author (p. 242) derives the formula for a constant 
elasticity curve, later also given by Moore. The author uses composite 
indices of quantities and prices to overcome the problems of substitu- 
tion and complementarity ; distinguishes, though the reviewer believes 
in an incorrect way, between the importers’ and the consumers’ demand 
for wheat (the former being, of course, much more elastic); explicitly 
excludes from further consideration, just as would Tinbergen and no 
doubt many others who, however, prefer not to mention embarrassing 
details, cases in which a wrong sign for elasticity occurs; develops what 
might be called a dynamic law of demand elasticities, though probably 
on too frail a factual basis, to the effect that with increasing wealth the 
elasticity of necessaries increases—on account of additional uses, e.g., 
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the feeding of cereals to animals—while the elasticity of luxuries dimin- 
ishes; and claims validity for this law of the ‘‘leveling of elasticities” 
not only ss between different countries but also for the phases of the 
trade cycle in the same country. Finally, he also shows an interesting 
example of seasonal substitution (p. 266) as between pork (which is not 
consumed during the warm season) and other meats. In short this pa- 
per, though open to the criticism that Pigou (Joc. cit.) made of the 
method by which the influence of income is eliminated, is extremely 
stimulating and worth studying. Much can be learned from it even 
today. 

Another useful paper may also be mentioned. It gives a concise re- 
view of contributions, since the fourteenth century, to ‘‘quantitative 
induction in economic studies” (pp. 132-48), many of which are prac- 
tically unknown and would certainly reward the student who took the 
trouble of looking them up. 

Space unfortunately does not permit making any comments on the 
other papers contained in this volume. This book certainly is well in 
the tradition of high quality, strictly scientific attitude, and dignified 
modesty, which has always characterized the better Italian economists. 


Hans STAEHLE 
Harvard University 


Einfiihrung in die Grundfragen des industriellen Rechnungswesens. By 
EricH SCHNEIDER. Copenhagen: G. E. C. Gad, 1939. Pp. ix+-180+ 
viii. Kr. ro. 


During the past few decades theoretical economics and the theory of 
business management have been drawn into increasingly close contact 
with each other. In the United States this development has long been 
facilitated by the fact that academic training in economics includes 
courses in accounting. Another factor working in the same direction 
has been the existence of a large common source of raw material for 
both sciences, thanks to the comparatively enormous wealth of statisti- 
cal and other information on the practices and results of business man- 
agement. The second country where the connection between economic 
theory and the theory of business administration became fairly close 
was Germany. The favorable factors mentioned above were not pres- 
ent there, but German students of business management have never- 
theless for quite some time devoted much effort to theoretical System- 
atization of the field, and these efforts led them to the study of certain 
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problems which in Anglo-Saxon countries had long been given a promi- 
nent place in economic theory. Thus German students of Betriebs- 
wirtschaftslehre were the first to introduce into German literature a 
theoretical treatment of the dependence of production costs on the 
degree of utilization of capacity. 

Schneider’s new book could be called a successful counterinvasion by 
an economic theorist into the field of business management theory. 
The author belongs to a group of younger German economists who 
must be credited for having at last introduced partial equilibrium 
analysis of the Marshallian type into German theoretical literature. 
Schneider’s writings on the theory of monopoly were the first in Ger- 
man to treat the topic with the analytical tools forged by the Cam- 
bridge school. The book under review has its origin in lectures on ac- 
counting in industry which the author had delivered at the University 
of Aarhus, Denmark, and at the technological college in Copenhagen. 
Its title, “Introduction to the Fundamental Problems of Calculation in 
Industry,” gives a somewhat incomplete idea of the content. It is true 
that the author is mainly concerned with the formal side of the account- 
ing and cost-computing problems treated. To ‘essentially economic 
problems, even to those lying very near (e.g., the “laws of return’’), 
only limited space has been devoted. Yet, Schneider’s treatment of the 
problems differs widely from that of an ordinary textbook of account- 
ing. The author’s aim has been to give what might be called a scien- 
tific typology of logically possible systems of cost and profit computa- 
tion. In pursuing this aim he has been particularly careful to show how 
and why the functional role played by every particular act of comput- 
ing or allocating costs or profits is dependent on the total system of 
which the single acts form part. Thus cost computation under homo- 
geneous mass fabrication is shown to be functionally different from 
what it is under production to order. Calculation based on actual costs 
and calculation based on planned costs are treated separately. Various 
systems of co-ordinating the results of cost-recording in the books with 
those of cost calculation for pieces or phases of work are discussed in a 
special chapter. 

In view of the particular pedagogic aim which the author has set 
himself—to give the student a thorough theoretical training in the sub- 
ject—it is not astonishing that the presentation is more abstract than 
the title “Introduction” would suggest. Schneider has consciously re- 
frained from making his book more colorful by working in concrete 
examples. Knowledge of double-entry bookkeeping is presupposed 
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throughout. Mathematical symbols and formulas are used freely, but 
they do not go beyond the boundaries of elementary algebra. As the 
author himself remarks in the Introduction, his is not a book that lends 
itself to a mere turning of the pages. To peruse it successfully requires 
concentration and patient work. But the reader will find himself re- 
warded for his effort by reaching a high degree of theoretical clarity on 


the problems involved. 
ERIcH SCHIFF 


Washington, D.C. 


Political Liberty: A History of the Conception in the Middle Ages and 
Modern Times. By A. J. CARLYLE. New York: Oxford University 
Press, 1941. Pp. viii-+-220. $3.25. 

All those who have any interest in political ideas and their history 
are, of course, familiar with the monumental six-volume work of the 
brothers R. W. and A. J. Carlyle on the medieval development and 
will welcome with enthusiasm this small volume by one of the partners, 
which is in effect a continuation or supplement. The title is not quite 
descriptive of the scope of the book, especially in that the period 
treated explicitly ends with the eighteenth century. Besides this, Part 
I, “Individual and Political Liberty in the Middle Ages,”’ occupies 
only twenty-two pages, and of this space the first half is devoted to 
biblical and Greco-Roman material, including Roman law. These two 
chapters are essentially an introduction to the book, the body of which 
is about equally divided between the seventeenth and the eighteenth 
centuries. 

It is still more important that the work deals only with the “concep- 
tion” named in the title as it is treated in the literature of “political 
thought” rather narrowly bounded. This statement is not quite fair, 
since many of the writings universally regarded as “classics” would 
also fall as to intent and in some degree as to effect under the category 
of “pamphleteering.”’ The work of Locke is a good illustration of this 
ambiguity. (More pages are devoted to him than to any other writer.) 
In any case, the book has left this twofold impression on the reviewer. 
It is, I am sure, a notable work of scholarship in the field actually 
treated, though in this respect I am more in a position to learn from 
it than to appraise or to criticize. On the other hand, it causes a feeling 
of bewilderment as to the significance and value of the study of this 
literature, in the compass of brief summaries and quotations, apart 
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from consideration of the contemporary course of real political events, 
and of these in terms of current social changes, the historical forces at 
work, the various interests and pressures in conflict, and the like. In 
particular, our author says nothing at all about the manifold real de- 
velopments underlying and in a degree explaining the tendency to au- 
tocracy in the Renaissance period and the hardly less important forces 
underlying the later transition to democratic forms. He leaves the im- 
pression that it was all merely a struggle for power between purely 
political interests or between interests and ideals. 

The principal thesis of this book, which was also that of Medieval 
Political Theories in the West, is stated in the author’s brief, formal 
Introduction. It is to combat the “vulgar opinion that the conception 
of Political Liberty, however important it may have been in Athens 
and Republican Rome, disappeared in the period of the Roman Em- 
pire and in the Middle Ages, and has only been recovered in the last 
two centuries.” In positive terms, it is to emphasize the “continuity 
of the development of the conception of Political Liberty during the 
Middle Ages and the seventeenth and eighteenth centuries—the de- 
velopment, but even more, the continuity of the development, for this 
has been inadequately appreciated.” The assertion that later writers 
were merely restating the medieval view must occur fully a hundred 
times in twice that number of pages. 

The argument raises other questions in the mind of this reader, 
akin to the general question already suggested. It is surely pertinent 
to ask what medieval writers actually meant by “Political Liberty” 
and how far their meaning coincided with our present conception. 
This liberty, also designated as such by our author, involved two main 
conditions: first, that the (positive) law should be superior to the 
arbitrary will of the sovereign and, second, that there is a “higher law” 
(law of Nature or of God) which takes preference over the positive law 
itself. In our own (Anglo-American) history the first principle devel- 
oped first into that of the independent judiciary and later into the 
separation of the three primary powers of government. Only the first 
of these had much meaning in the Middle Ages; the second was es- 
tablished in England by the Revolution, definitely by the Act of Settle- 
ment of 1701. In the Middle Ages, the positive law, including con- 
stitutional law, was customary; and our author’s identification of cus- 
tomary law with the will of the people is surely questionable. Any 
tyranny or oppression, if enforced for a time, will become a custom and 
is likely to cease to arouse opposition, perhaps even to become sacro- 
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sanct. We are reminded of Voltaire’s expression, ‘‘the veneration of 
ancient abuses.” 

In contrast with the treatment of the sixteenth and seventeenth 
centuries, that of the Middle Ages gives the general impression of 
utopian ideality and calm. We find no mention, or suggestion, of the 
great struggle for power between two power systems, the ecclesiastical 
and the lay-political, both of which were essentially authoritarian and 
wholly without respect for the political competence of the common 
man, if they so much as thought of popular government, in the modern 
sense, as a possibility. 

Other and even deeper questions are raised as to the meaning of 
concepts in political thought in its relation to political history. To go 
back to the beginning of the story, the statement is repeatedly made 
or quoted in this volume that the Roman people had transferred su- 
preme authority to the emperor. In view of the way in which the em- 
perors actually obtained and kept their power, this language seems 
figurative and quaint and not at all like a sober historical statement 
in accord with modern usage. In its original context it was surely out- 
right apologetic. It is also hard to take seriously the notion that any 
sovereign was ever the supreme source of law (or /egibus solutus) in 
Europe in historical times or was actually regarded as such by anyone 
who used these expressions. Again, medieval and early modern con- 
cepts of the “state of nature” and the various ways in which this no- 
tion was treated as an authoritative support for the status quo, for 
some fait accompli, or for any advocated change, are surely little more 
than intellectual curiosities for a serious discussion of political liberty 
in our present circumstances and mode of thought. Undoubtedly, such 
“‘myths” were of great practical importance in their day. But one who 
reads this book from the standpoint of an interest in history for its 
significance in illuminating modern problems may feel the lack of ex- 
planation as to “why” such reasoning was regarded as cogent or mean- 
ingful. Our author seems unconscious of any such issue. 

Finally, this reader could not avoid the impression that the author 
is a great admirer of the Middle Ages and that his assimilation of 
medieval to modern political ethics shows the influence of apologetic 
motives, a familiar phenomenon in historical writing. In its literal 
meaning “continuity”’ is a matter of course; “‘ Nature makes no leaps”’; 
all change is continuous, at least in macroscopic phenomena. The dis- 
tinction between gradualness and revolution is one of degree. But revo- 
lutionary changes (no reference to violent political revolt) are nonethe- 
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less real. And it is still the conviction of this reviewer that between 
the Middle Ages and the age of modern democracy not one but two 
‘*revolutions” should be recognized, even in England. The dominant 
political conceptions and the political reality of the Renaissance (Tu- 
dors and early Stuarts) were surely “categorically” different from the 
Middle Ages, on the one hand, and from the late nineteenth century, 


on the other. 
FRANK H. KNIGHT 


University of Chicago 


State of the Masses: The Threat of the Classless Society. By Emit Lep- 
ERER. New York: W. W. Norton & Co., Inc., 1940. Pp. 245. 
$2.50. 

The author, formerly of the universities of Heidelberg and Berlin, 
since 1933 of the Graduate Faculty of the New School for Social Re- 
search, died in 1939, shortly after the completion of this book. 
Edited by Professor H. Speier, the essay betrays all the brilliant quali- 
ties of Lederer and perhaps also some limitations closely related to the 
virtues of his thinking and writing. It is at once an important scien- 
tific contribution and a political pamphlet. Its task is twofold: to give 
a theoretical interpretation of Italian and German fascism and on the 
basis of this analysis to redirect socialist thought. The fulfilment of 
both these tasks is prepared and conditioned by a fundamental dis- 
tinction between two types of social structures: “social groups” and 
“masses”’ or “crowds,” A “society” in the narrower sense of the term 
is characterized by the existence of a plurality of social groups, includ- 
ing “‘classes,’’ each centered around common interests and each, in 
principle, admitting the existence of other groups with which it both 
competes and compromises. This is done by the working of more or 
less free voluntary organizations of these groups in all spheres of life. 
A total social structure in which an emotional, amorphous mass is de- 
cisive is called “state of the masses.” By definition it excludes the 
pluralistic stratification of society into social groups; correspondingly, 
its political organization is totalitarian and dictatorial. All former his- 
torical regimes are put together into the category of stratified “so- 
ciety” in which at least a minimum of freedom is preserved; the mod- 
ern dictatorships, on the other hand, are “states of the masses.”’ 

This theory emphasizes strongly the role of the “masses” both in 
the rise of “‘fascist”” movements to power and in the dictatorial regimes 
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themselves. For the first time in history ‘‘masses’”’ are seen to be “‘in- 
stitutionalized,” that is, preserved even after the revolutionary phase 
itself. In an analysis of Italian fascism and German National Social- 
ism, the masses are shown to be the “basis” of the state, though the 
meaning of this somewhat ambiguous term changes from a most active 
factor to a necessary or highly expedient precondition and instrument 
for the maintenance and extension of the regime itself. According to 
Lederer, not only are the masses and their totalitarian government 
decisive but also, through the destruction of all free organizations of 
group interests, stratified society has been completely destroyed— 
“pulverized.” The ordinary person is, and is being kept by govern- 
ment devices, propaganda, etc., a mass-man. Compromises between 
groups are impossible. It is shown that, since no independent forces 
are left, the system is safe against any disintegration from within. On 
the other side, its being rooted in emotional mass attitudes predisposes 
the system to an active imperialistic foreign policy, with the prob- 
ability of war. 

This analysis is applied to the problems of socialism. As the sub- 
title suggests, the notion of “classless society”’ is criticized: it is both 
empty and dangerous, because “‘classless society’”’ means unstratified 
society and this, again, “state of the masses” and totalitarian dictator- 
ship. This deduction is supported by brief references to the develop- 
ments in Russia. On the other side, the class struggle between different 
groups in a stratified society (if it is not absolute, excluding compro- 
mise) is valued very highly as producing almost all progress in civiliza- 
tion. The value of liberty is maintained by Lederer as the decisive 
one. The author believes in the possibility of a “‘liberal socialism” and 
of increasing both the liberty and the security of workers through 
the evolutionary democratic method of compromising with other 
classes and their organizations. This policy, which is, at present, 
still hampered by antiquated notions of both employers and labor, is 
thought to be advantageous to both major classes and society at large, 
because the approach to maturity of an economy (tendency to over- 
saving, etc.) renders higher purchasing-power of workers, government 
spending, and some redistribution of income more advantageous all 
around than they could have been in the phase of prevailing capital 
scarcity. 

The essay contains several weaknesses. Frequently no real proof 
is given, but theoretical interpretations are merely asserted again and 
again. The basic concepts are by no means quite clearly defined nor 





454 BOOK REVIEWS 


clearly applied; they require refinement and supplementation. As to 
the main theses concerning fascism, it must be granted that the author 
has brought out an important, somewhat neglected point, but he has 
overemphasized the role of the masses very considerably, especially 
for the later periods. Correspondingly, the destruction of stratified so- 
ciety is overemphasized. What is destroyed are all kinds of free group 
organizations. But this is not identical with lack of social strati- 
fication. Not even “representation” of certain interests and their 
compromising with each other and the government is completely lack- 
ing, although, of course, the government has the upper hand. Such 
compromises take place within the party, within the bureaucracy, and 
particularly through official group organizations, compulsory cartels, 
food estate, etc.' That social stratification is changed, even sharply 
mutilated, but not destroyed is of practical importance if one con- 
siders the possibilities of reconstruction in the event of a German mili- 
tary defeat. It must also be noted that, because of the one-sided con- 
centration on the mass aspect of fascism, deeper-lying causes for the 
breakdown of democracies, causes which reach far back into the de- 
velopment of modern “society,” are only touched upon or not treated 
at all. 

As to the arguments concerning socialism, the present reviewer 
would strongly support Lederer’s tendency to emphasize the value of 
liberty. He would also, in the final result, criticize and discard the no- 
tion of a “classless society” as a confusing slogan. However, one may 
well disagree about the grounds on which these results are reached. 
Lederer’s interpretation of “classless society”’ as unstratified and there- 
fore “‘mass-state” is, I think, based on a defective conceptual frame- 
work and, even within the limits of his classification, it is hardly pos- 
sible to identify social groups and classes. The reviewer would also 
agree with Lederer’s rejection of “revolutionary” methods in general 
and his views about the need and the possibilities of democratic com- 
promises. However, again Lederer’s reasons seem to him defective. 
The reference to Russia is in itself not conclusive; the argumentation 
on the grounds of an unqualified economic maturity thesis is highly 
dubious and tends to distort the actual problems. Finally, although 
Lederer is right in emphasizing the “liberal” element in socialism, the 
whole concept of “liberty” in and through group organizations and of 


* Cf. on this point O. Kirchheimer, “Changes in the Structure of Political Com- 
promise,”’ Studies in Philosophy and Social Sciences, XX (New York, 1941), 264-89. 
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“socialist liberty” is still highly ambiguous, and the book contains very 
little positive contribution to this problem which is so crucial for Led- 
erer’s practical answer to the problems of democracy and of socialism. 


GERHARD MEYER 
University of Chicago 


The Pattern of Competition. By Watton H. Hamitton. New York: 
Columbia University Press, 1940. Pp. vi+106. $1.25. 


Professor Hamilton here attempts ‘‘to reveal something of how com- 
petition operates and the difficulties which its regulation is up against.” 
Drawing upon detailed material which he and his associates have de- 
veloped in other studies, the author summarizes vividly the present 
status of our problem of monopoly and indicates the path along which 
he believes adequate solutions will be found. 

After taking the “schoolmen’’ to task for describing industrial ac- 
tivity in unrealistic terms of competition, Professor Hamilton contends 
that industry follows no standard pattern of organization or opera- 
tion. The emergence of American industry was “‘no single clear-cut 
event,”’ and in their maturity “industries are as sharply different with 
identities as unmistakable as the persons in a play.”” Even such appar- 
ently homogeneous concepts as “supply” and “demand’’ represent 
quite different phenomena in one industry from what they do in another. 
The simple terms “competition” and “‘monopoly” become somewhat 
meaningless when “‘as often as not elements of competition and of 
monopoly are woven into the same industrial pattern.” 

Into such a situation has come the idea that “the law will make it 
right.” This has been far from the fact in the author’s opinion. The 
Sherman Anti-trust Act and the Anti-trust Division of the Depart- 
ment of Justice have been handicapped by numerous deficiencies. Ap- 
propriations for the Anti-trust Division have been inadequate; the Di- 
vision has insufficient power to get pertinent information; it is difficult 
to fit out an “industrial problem” with the “trappings of litigation”; 
the intricacies of corporate structure and of agency interfere; legal 
sanctions, such as a patent right, often bolster the position of the de- 
fense; and the penalties in the cases of proved guilt have been inade- 
quate. 

The author recommends a new approach to these problems of busi- 
hess regulation. The essence of the proposal is the use of administrative 
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agencies and procedures to replace cumbersome court trials. The ad- 
visory opinion and the consent decree are beginnings in this direction 
and Professor Hamilton advises their experimental expansion. This, 
he contends, would permit direct attack upon the issues and presum- 
ably would lead eventually to the creation of an “industrial code” and 
an “industrial court” with sufficient flexibility to achieve adequate 
control of business practices. 

Professor Hamilton recognizes the serious difficulties that such ex- 
perimentation would encounter. Public utility regulation and the 
N.R.A. have not enhanced the prestige of public administrative con- 
trol of business. Nevertheless, the author holds that along this path 
lie the most promising possibilities, and for this position he makes out 


an excellent case. 
WILiraM N. Loucks 
University of Pennsylvania 


Paying for Defense. By ALBERT GAILORD Hart and Epwarp D. AL- 
LEN, in collaboration with others of the Economics Starr or Iowa 
STATE COLLEGE. Philadelphia: Blakiston Co., 1941. Pp. viii+275. 
$2.50. 


The first to appear of a rapidly growing company of books on the 
fiscal and other economic aspects of America’s war effort, this small 
volume, published in August, 1941, sets an exceptionally high standard 
for clarity, cogency, technical competence, and quantitative concrete- 


ness. 

After an introductory section, the first four parts of the book deal 
with and are entitled, respectively: “How Far Can We Safely Rely 
on Expansionary Financing?” ““How Much Non-expansionary Financ- 
ing Can Be Done by Borrowing?” “‘What Kinds of Taxes Should We 
Use?” “How To Make Fair Taxes Block Inflation.”” The authors find 
relatively little room for safe expansionary financing, little for non- 
expansionary borrowing, and make an excellent case for major reliance 
upon personal income taxes. Their comparative analysis of the effects 
of a sales tax as contrasted with an extension of the personal income 
tax is particularly acute. They arrive at a concrete program which 
calls for (1) a substantial broadening of the base of the personal income 
tax by lowering exemptions and credits by as much as 50 per cent of 
the 1940 levels; (2) a rise in income tax rates sufficient to absorb as 
much as one-half the entire enlarged tax base; (3) current collection of 
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part of the income tax by providing that those who disburse wages, 
dividends, and interest are to deduct and transfer currently to the 
Treasury the amount of tax levied against the first brackets of income 
in the hands of the recipient; and (4) a quarterly adjustment of the ef- 
fective income tax rates up or down in a specified proportion to and in 
the same direction as changes in the cost of living, in order to moderate 
or reverse such changes. 

In addition to these main components of their program, the authors 
suggest that holders of tax-exempt securities have no moral claim to 
be exempted from “additions” to federal tax burdens; that stockholders 
should pay personal income taxes on their shares of the undistributed 
profits of corporations in which they hold interests; and that husbands 
and wives be compelled to make joint returns. An account of war 
finance in Germany, Britain, Canada, and Japan is presented in Part V, 
and a brief summary of the authors’ program in Part VI. An appendix 
contains an outline of the statistical procedures used in deriving esti- 
mates of revenues from sales and income taxes. 

Objections will doubtless be raised by various readers to one or an- 
other of different aspects of the treatment. The “political” difficulty 
of raising income tax rates whenever and because the cost of living has 
risen will be stressed by some, however sound the economic case. The 
conside: xe reliance upon extrapolations of estimates made by the 
National Resources Planning Board in its study of Consumer Incomes 
in the United States in 1935-36 will raise doubts in the minds of some 
readers respecting the reliability of some of the authors’ own estimates. 
Many will dispute the validity of the authors’ assumption that a single 
individual has consumption habits approximating those of a family 
with three times his income. But none of these and similar grounds for 
criticism challenges the major findings of the study. The very frank- 
ness and clarity with which the authors have stated their assumptions 
and procedures (the procedural explanation in the Appendix is too 
sketchy, however) protect the reader. 

The principal deficiency of the study, in the opinion of this reviewer, 
is the inadequate appreciation of the enormous practical possibilities 
of direct governmental controls as counterinflationary instruments. 
Extensive reliance upon voluntary lending has commonly led to sub- 
stantial price inflation in past wars because it has not usually been 
accompanied by a sufficient restriction of private spending. This weak- 
ness of voluntary loans has been overcome or offset to an important 
degree in the present war by the extensive and effective use of nonfiscal 
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limitations upon private spending—by priorities, allocations, and ra- 
tioning. When governments place rigid :imits upon the physical quan- 
tities of many of the necessaries and common luxuries which an indi- 
vidual may purchase, and bar nearly all the important avenues of pri- 
vate investment, a substantial curtailment of private spending is 
brought about even in the absence of additional taxation. Cash bal- 
ances pile up and government securities are purchased because the 
competing uses for funds are greatly restricted. 

Most of the materials presented in the present volume first appeared 
in a mimeographed report to the American Farm Bureau Federation, 
which helped to finance the project. It is probable that this prelimi- 
nary publication and the subsequent opportunity for revision con- 
tributed to the smooth and sprightly character of the exposition. Pro- 
fessors Hart and Allen and their colleagues in the Economics Depart- 
ment of Iowa State College are to be congratulated for producing an 
exceptionally able and well-written analysis of the most immediately 
outstanding of contemporary economic problems. 

LAWRENCE H. SELTZER 
Wayne University 


The Political Economy of War. By A. C. Picou. New and rev. ed. 


New York: Macmillan Co., 1941. Pp. viiit+-169. $1.50. 


It is a tribute to Professor Pigou that this little volume, originally 
written in 1921 and still based largely on the last war, is far from being 
outmoded and remains a masterpiece in war economics. Here and 
there Professor Pigou takes account of the changes of the last twenty 
years which are relevant for the discussion of war problems; but the 
book is essentially The Political Economy of War with special reference 
to the last war. Yet, to the policymakers of World War II, this volume 
is indispensable. 

Professor Pigou puts clearly the distinction between real and mone- 
tary transfers. To pay contractors excessively is not nearly so harmful 
as to argue over contracts and delay production. The problem of pro- 
duction is paramount; that of distribution, secondary. Neither our 
government nor the country had learned this lesson in 1940-41. If 
they had, we would not have had the long delays over the financing of 
new plant; or the numerous strikes. 

Under modern tax systems, Professor Pigou makes it clear that 
loans are less burdensome to the rich than to the poor, for the rich 
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put a large part of the burden of financing on the poor of later genera- 
tions. Furthermore, a given yield from sales of securities discourages 
consumption less than an equal yield from taxes. In chapter viii, Pro- 
fessor Pigou presents the ultramodern viewpoint that a rise of the rate 
of interest is not required in order to obtain resources from the capital 
market: rationing, priorities, and control of the investment market are 
the most effective instruments, not a rise of the rate of interest. 

On the issue of inflation, Professor Pigou takes an orthodox position. 
But at this early date he puts clearly the relation of civilian demand 
and the supply of consumers’ goods made available. He also points 
out that inflation involves the government in additional spending not 
only because prices rise but also because the Treasury is required to 
pay interest on Ways and Means advances and other loans. Cash ob- 
tained through the issue of notes alo. e is interest free. The banks are 
paid interest in return for their service in exacting a forced levy from 
the community. Professor Pigou does not go a step further and suggest 
that the government might finance itself through the issue of non-in- 
terest-bearing notes or that the banks should be content with the re- 
imbursement of “additional” costs involved in absorbing public securi- 
ties. Why should the public make the sacrifices and the banks receive 
compensation in excess of costs? 

Professor Pigou is aware of the administrative difficulties of price- 
fixing; of the principles applicable to competitive conditions, on the 
one hand, and monopolistic conditions, on the other; of the proper con- 
tributions of the price mechanism in a war economy. He is, further- 
more, opposed to use of the excess-profits duty as a substitute for price- 
fixing. The imposition of an excess-profits duty saves the rich taxpayer 
other taxes; but the incidence of the ensuing rise of prices is felt espe- 
cially by the poor. When the gains to any individual from a reduction 
of taxes (resulting from higher tax payments on excess profits) are 
equal to the losses involved in paying higher prices, the choice between 
price-fixing and excess profits taxation is immaterial. 

Finally, Professor Pigou, writing at the outbreak of the war, haz- 
ards an estimate of the contributions to the war economy of a rise of 
output, a reduction of consumption, and a reduction of investment. 
The respective guesses are 20, 20, and ro per cent, or a total of one- 
half of the pre-war income or five-twelfths of the war income (the lat- 
ter equaling 120 per cent of pre-war income). So far these guesses have 
not proved to be far off. The decline of consumption seems to have 
attained a figure of 20 per cent; the rise of output has, however, clearly 
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not attained the figure proposed by Professor Pigou; but investment 
and disinvestment at home and abroad attained a figure of £1,160 
million in 1940, or roughly 20 per cent of national income. Professor 
Pigou, had, however, excluded a nest egg of £1,100 million of foreign 
assets (inclusive of gold) from his investment figure. Perhaps one-half 
of the total resources from capital sources in 1940 came from sales of 
foreign assets. It is also interesting that, according to the latest figures 
available, the British consumed £739 million of their gold and dollar 
resources in the two years ending September 1, 1941. 
SEyMouR E. Harris 
Harvard University 


Gift Taxation in the United States. By C. LowELt Harriss. Washing- 
ton: American Council on Public Affairs, 1940. Pp. vit+-175. $3.00. 


The position of gift taxation in the revenue structure is regarded by 
the author as largely a “protective auxiliary for enforcing other taxes” 
(p. 5), notably death and income taxes. Dr. Harriss initiates his de- 
velopment of gift taxation by discussing the fiscal environment which 
necessitates its use. Apart from its prime purpose of providing protec- 
tion of death and income tax revenues, considerations of direct revenue 
yields and the maintenance of a minimum of tax forms with progres- 
sive rates are factors not to be ignored. Serious limitations attaching 
to attempts to prevent avoidance of death taxes by gifts inter vivos, 
through the statutory presumption that gifts made within designated 
periods prior to death are gifts in contemplation of death, are regarded 
as strong support for an adequate gift tax. An economic test of tax- 
ability which is concerned with the results of the gift rather than with 
the motives of the donor is suggested by the author. Problems sur- 
rounding the tax treatment of gifts to take effect at the grantor’s death 
are examined. The structure of the federal gift tax, with its provisions 
relating to deductions, exclusions, and exemptions, is treated descrip- 
tively and analytically. The importance of the cumulative feature of 
the gift tax is emphasized. Procedures in the valuation of different 
classes of property passing by gift are treated descriptively and in 
somewhat summary fashion. 

The author expresses confidence in the accuracy of administrative 
valuation of gifts as found in his statement that at the present time “it 
seems highly improbable that the federal authorities undervalue prop- 
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erty except occasionally by accident” (p. 77). Difficulties and limita- 
tions inherent in the valuation of unlisted stocks and bonds, mortgages 
and notes, art objects, personal effects, real property, good will, and 
the like, are such as to suggest that Dr. Harriss is overly optimistic, 
perhaps, concerning the accuracy of administrative valuations. He 
concedes the existence of unsolved problems in valuation and discusses 
in a limited way certain difficulties attendant upon the valuation of 
particular classes of property. With valuation records secret docu- 
ments, available evidence appears insufficient to support any conclu- 
sion as to the accuracy or inaccuracy of administrative valuations in 
general, federal or state. The importance of the problem of valuation 
of gifts would seem to justify more extensive treatment than is found in 
this volume. 

The chapter dealing with the administration of the federal gift tax is 
descriptive of the federal administrative organization, procedures, and 
procedural problems. The taxation of gifts by the states is developed 
with reference to the place of gift taxation in revenue systems, provi- 
sions of state gift taxes, administrative problems, the scope of state 
jurisdiction in gift taxation, and federal-state relations. Certain sta- 
tistics relating to state gift taxes are included. 

Ways in which taxes may be minimized, with reference to federal 
estate and income taxes, are discussed briefly by the author. Because 
of limited experience with federal gift taxes and the inadequacy of in- 
formation, Dr. Harriss is restrained in his conclusions. It is his belief 
that substantial indirect revenue is yielded by gift taxation; that the 
protection to death and income taxes by the taxation of gifts “‘is less 
than is to be desired” (p. 155); and that the present federal revenue 
structure necessitates a gift tax. 

Among the more significant proposals for change the author sug- 
gests that gift and estate taxes be combined into a single transfer tax 
with retention of the cumulative principle of the gift tax. He suggests 
upward revision of gift tax rates, particularly in the lower brackets, 
and lowering of exemptions as being especially desirable in the absence 
of gift and estate tax consolidation. Substantial discrimination in 
favor of certain types of trusts, e.g., long-term trusts, should be re- 
moved. The reviewer is in agreement with these recommendations. 

The area of coverage of gift taxation is large for such a comparative- 
ly small volume. Dr. Harriss has organized his material with care and 
has treated it with competence. This book is an important and useful 
addition to fiscal literature with which students of the subject should 
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have acquaintance. The treatment of important phases of gift taxa- 
tion suffers from an apparent necessity to condense. 
This study of gift taxation by Dr. Harriss received financial support 


from the Social Science Research Council. 
James K. Hai 


University of Washington 


Economics of Social Security: The Relation of the American Program to 
Consumption, Savings, Output, and Finance. By Seymour E. Har- 
ris. New York: McGraw-Hill Book Co., Inc., 1941. Pp. xxvi+455. 
$5.00. 

Three main problems are here considered: (1) the relation of the 
security program, particularly its old age and survivor’s insurance pro- 
visions, to output; (2) the implications of that program for public and 
private finance; and (3) the probable incidence of pay-roll taxes. The 
book’s three main divisions are devoted to consideration of these prob- 
lems in the order mentioned. They are preceded by two preliminary 
sections, one summarizing and explaining the issues, the other outlining 
the importance of the social security program in the total American 
economy. The volume is dedicated to J. M. Keynes. 

A prefatory note credits Keynes with demonstration of the necessity 
for an over-all viewpoint in appraisals of economic phenomena and 
describes the author’s purpose as an evaluation of the social security 
program, based on “recent developments in theory and especially in 
the fields of money, fiscal policy, and economic fluctuations.” 

Five chapters are devoted to the probable effects of the program on 
output. They consider the deflationary aspects, effects on savings, on 
demand, on prices, and the problem of investment of funds, in that 
order. The next six chapters describe the theory of reserves and some 
of the financial considerations involved in maintaining them. Then, 
in Part III, nine chapters are devoted to a discussion of the incidence 
of social security taxes. In each case the present program is first de- 
scribed, after which historic and current theory is outlined, arrayed, 
and criticized. Thus, in the section on incidence, the classical theory, 
a number of recent and conflicting theories (including a chapter on the 
significance of monopolistic competition and another on substitution), 
and popular opinions are described. Each chapter includes, in addi- 
tion, a summary of the author’s conclusions, based on a balancing of 


conflicting viewpoints. 
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The volume is well written, effectively organized, and carefully doc- 
umented. It brings together a mass of opinions from a variety of 
sources, ranging from Adam Smith, Mill, Edgeworth, Pigou, and ac- 
tuarial experts to the stagnationists, oversavers, and Townsendites. It 
accomplishes its purpose of emphasizing the far-reaching economic 
impacts of the social security program. And, more than anything else, 
it demonstrates the limitations of economic analysis—limitations im- 
posed by the absence of real information. Perhaps this ignorance is 
especially general with respect to labor markets. At any rate, time 
after time, in discussing effects of the program on output, on employ- 
ment, and on the incidence of taxes, arguments flounder ultimately 
on a question of fact, such as the elasticity of labor demand or supply 
(pp. 3, 14, 89). The most serious criticism this reviewer would make 
concerns the author’s failure to stress these limitations in his conclu- 
sions. In each section these conclusions are valid only to the extent 
that assumptions on such matters are correct. Until their reality has 
been demonstrated, the conclusions are, in reality, hypotheses. 

The book’s greatest value, then, is its careful, logical statement of 
these hypotheses. It thus provides a clear-cut demonstration of the 
pressing need for elementary, grass-root studies designed to provide 
factual information on which sound public policy can be formulated. 
Students of the economics of social security will find this summary of 


possible implications, opinions, and hypotheses well worth reading. 
DALE YODER 


University of Minnesota 


Dismissal Compensation: Voluntary and Compufsory Plans Used in the 
United States and Abroad. By Everett D. Hawkins. Princeton: 
Princeton University Press, 1940. Pp. xvii+390. $4.00. 

Dismissal compensation is a method of financial assistance to work- 
ers who are “permanently” displaced from their regular employment. 
As such, dismissal compensation, according to the author, should be 
distinguished from unemployment benefits which are paid to workers 
who are “temporarily” laid off, and also from old age pensions which 
provide funds for superannuated workers who have little or no chance 
of re-employment. Dismissal or severance allowances, therefore, con- 
stitute compensation for permanent termination of a particular em- 
ployment relationship on the theory that the worker will ultimately 
be able to find some other employment. 
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Prior to the current emergency, dismissal compensation was thought 
of most commonly as a sort of “industrial alimony”’ paid to workers 
whose jobs were eliminated because of consolidation of departments, 
merging of firms, development of new industrial processes, or the in- 
troduction of labor-saving machinery. Interest in the subject reached 
a high point in 1938 and 1939 when management and labor in the 
mass-production industries, confronted with the new environment of 
collective bargaining, were searching for a formula for compensation 
of the “social costs” of accelerated technological changes. Today, how- 
ever, dismissal compensation has even greater significance. It suggests 
a means for easing the blow of severe dislocations in the labor market 
in the postemergency period when defense employment of millions of 
workers may be terminated with the return, in some degree at least, 
to a peacetime economy. As the author points out, a plan to set aside 
part of company and employee income now as a means of providing 
equities after the war for displaced defense workers would have the 
dual effect of preventing wage inflation during the emergency and of 
bolstering consumer buying-power in the post-war depression. 

Although Dr. Hawkins’ book was published before his more recent 
investigation of the application of dismissal compensation to a war 
economy, it will have lasting value as laying the foundation for further 
study and application of the principle of dismissal compensation. Writ- 
ten after exhaustive study and very extensive field interviews, this 
book gives a complete and authoritative description and evaluation of 
experience with dismissal compensation in this country and abroad. 
Part I is devoted to a meticulous, detailed, and technical study of com- 
pany plans in the United States which could well serve as a guidebook 
for corporation executives interested in developing such plans for their 
employees. For the economist, the results, limitations, and trends of 
company plans are well summarized in a concluding chapter. The 
trade-unionist and the student of collective bargaining will be most in- 
terested in the discussion in Part II of joint union-management dis- 
missal-wage agreements in the Chicago clothing market and on the 
railroads. Particularly in the case of the latter, the reader is impressed 
by the thoroughness of treatment, which clearly indicates that the au- 
thor must have played some part in working out the plan. Perhaps the 
least impressive section is Part III, which deals with foreign and do- 
mestic legislation on so-called compulsory plans. Here the author 
might be criticized not for his lack of adequate treatment but rather 
for his labored summary of legislation, which seems notably lacking in 
significance and importance. 





BOOK REVIEWS 465 


Dr. Hawkins’ book is a welcome addition to the best works in the 
general field of social security. It is at the same time an indispensable 
reference book for those who are concerned with the actual application 
of voluntary dismissal-compensation plans. Although, as the author 
points out, experience to date with the application of dismissal-com- 
pensation plans has been neither widespread nor particularly success- 
ful, the underlying principle has great significance for the future. Dr. 
Hawkins’ book is essential reading for those who are concerned with 
plans for post-war adjustments of employment. 


FREDERICK H. HARBISON 
University of Chicago 


The New Economic Warfare. By ANToNiN Bascu. New York: Colum- 
bia University Press, 1941. Pp. xvi+190. $1.75. 
In the series of lectures which furnish the material for this book the 
author interpreted his subject broadly, dealing with (1) Germany’s 


preparation for war, particularly the aggressive trade policy of the Nazi 
regime; (2) the organization of the industrial effort in wartime Germany 


and Great Britain; (3) economic warfare per se, the use of economic 
weapons by England to supplement the military effort, particularly 
the blockade; and (4) the problems of rebuilding a world-economy 
after the war. As an émigré, formerly professor of economics at the 
University of Bratislava, it is natural that Dr. Basch should center 
his attention on the European scene. Although writing in July, 1941, 
he has little to say about the defense program in the United States. 
Our experience with export control and the freezing of foreign funds 
is not mentioned. 

Given this limitation, he has succeeded admirably in dealing with 
the fundamentals of his extensive subject matter in a book of less than 
two hundred pages. He does not dodge important questions but 
handles them seriously and objectively. Illustrations are: Can a free 
economy trade advantageously with a totalitarian state (p. 32)? Is it 
possible to satisfy war demands by increased production without cur- 
tailing existing consumption (p. 45)? Can a great war be financed 
without inflation (p. 115)? Can Germany organize the economic re- 
sources of a conquered Europe (p. 138)? Must foreign trade play a 
diminishing role in a mature economy (p. 176)? Can we preserve civil 
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liberties in a planned economy (p. 168)? The author’s attitude on the 
last question is that of a progressive liberal. He says: 

I do not accept the identification of democracy with the economic system 
of liberal capitalism; nor do I believe that democracy will necessarily give 
way to a totalitarian regime if economic life is subjected to a certain form of 
central control or planning. But equally I refuse to believe that it is possible 
to retain democracy and freedom together with a totalitarian management 
of the economic system, except of course in emergency or war [pp. 168-60). 


In a later passage (p. 175) he contends that if the state limits its inter- 
ference to general control (that is, to the problem of business cycles and 
unemployment) the major part of economic life can remain unregu- 
lated and unmanaged. 

On the reconstruction of Europe, the author’s views, becau.e of his 
wide and intimate experience with central European trade and finance, 
are particularly worth attention. Europe’s future, if it is to be prosper- 
ous and secure, depends, he finds, not on a policy of self-sufficiency but 
on participation in world-trade on an expanding scale. But he does not 
advocate a return to the economic and political fragmentation which 
preceded the war. 

The war economy now maintained by Germany will of course dislocate 
production severely and, further, will create many ultimately unproduc- 
tive facilities, which can be carried on only at a great waste of both labor 
and capital. But it may exert in some measure an integrating influence, 
both psychological and economic, on the European reconstruction. It is 
quite possible that such integrating influence will be effective in leveling 
prices and the cost of production and also in the monetary system. The elimi- 
nation of different levels in production and in the independent monetary 
units may well facilitate, later on, the formation of larger economic units 


[pp. 178-79]. 
Percy W. BIDwELL 


Council on Foreign Relations 
New York City 


Sea Power in the Machine Age. By BERNARD Bropre. Princeton: 

Princeton University Press, 1941. Pp. viii+-466. $3.75. 

It is important these days that economists and other social scientists 
should have some grounding in the broad principles of military strategy 
and some understanding of the art of war under modern conditions. 
Such knowledge is essential to guard the economist against naive mis- 
takes when he applies himself to the practical problems that press upon 
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us in a world where military force plays such a central role. But per- 
haps an even more important reason why academic students of social 
affairs should give thought these days to military problems is that a 
democratic society in a warlike world needs a body of independent 
critics capable of examining, elucidating, and, if necessary, disputing 
the dictums of its professional soldiers. 

The social scientist or the intelligent layman who has given scant 
thought to military questions heretofore but who now wants to over- 
come his ignorance would do well to choose this as one of his first books. 
It should be read in conjunction with the admirable works of Harold 
and Margaret Sprout, particularly their Rise of American Naval Power. 
Bernard Brodie concentrates on the development of naval weapons 
and their effects on strategy, tactics, and the relative positions of the 
great powers, while the Sprouts deal with naval doctrines and naval 
policy, particularly in the United States. The two supplement each 
other very effectively. My recommendation is to read first The Rise of 
American Naval Power, especially in order to get its excellent exposi- 
tion of Mahan’s doctrine of “‘command of the sea,” and then to follow 
with Sea Power in the Machine Age. 

The general subject of Mr. Brodie’s book is the effect of modern 
technological development upon the means of exercising sea power. 
There is no discussion of the influence of modern technology upon the 
effectiveness of sea power—that is, whether machine industry has on the 
whole increased or decreased the advantage in warfare to a power of 
being able to maintain sea communications for itself while denying 
them to the enemy. That would be another book (one which somebody 
ought to write, for the subject is important and complex). This study 
falls into five parts, which treat, respectively, ““The Steam Warship,” 
“The Iron-hulled Warship,” ‘Armor versus Great Ordnance,” “The 
Torpedo, the Mine, and the Submarine,’’ and ‘Aircraft in Naval War.” 
The most important single generalization from the book probably is 
that modern developments, by imposing great dependence on fuel and 
repair bases, have tended to regionalize the exercise of sea power to a 
greater extent than in the old days of sailing ships. Thus, a naval power 
like Japan may be inferior on the whole but superior in its own neigh- 
borhood. However, care must be used in drawing conclusions from this 
fact, for naval superiority in its own neighborhood may leave Japan 
vulnerable to long-distance blockade—another influence of the machine 
age and of economic specialization on the uses of sea power. 

Mr. Brodie writes with skill and charm. He has not attempted to be 
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melodramatic or sensational. His judgments on such vexed questions 
as air power in relation to sea power impress one as careful and sound. 


The book can be highly recommended. 
EUGENE STALEY 


Fletcher School of Law and Diplomacy 


World Trade in Agricultural Products: Its Growth; Its Crisis; and the 
New Trade Policies. By L. B. BACON and F. C. SCHLOEMER. Rome: 
International Institute of Agriculture, 1940. Pp. xix-++1102. $3.00. 


The rising tide of nationalism, now culminating in World War II, 
has played havoc with the sensitive structure of world-markets, long 
believed to be the finest product as well as the ultimate regulator of 
modern economic life. The student of international affairs might well 
wonder whether there are still basic trends in operation which may 
carry some of the wreckage of our time into a better future. The an- 
swer to most of his questions will depend largely on an intelligent and 
searching understanding of the immediate past, gruesome and tedious 
as such a task might be. 

In the case of the world-markets for agricultural products, the issues 
involved have already received much attention, notably by the United 
States Department of Agriculture and the International Institute of 
Agriculture in Rome. Under the auspices of the latter, and its one- 
time delegate from the United States, Henry C. Taylor, an “attempt” 
has been made recently ‘“‘to draft a general picture of the evolution 
undergone by world trade in agricultural products during a decade of 
intense governmental activity.”” The outcome is a volume of eleven 
hundred pages of close print, indicative of almost herculean labor, and 
the passage quoted above from the Authors’ Preface is decidedly an 
understatement of their achievements. In fact, the volume bears all 
the hallmarks of a standard work on the factual developments of agri- 
cultural trade relations and their problems during the interval between 
World War I and World War II. 

To cope with the wealth of material, the book has been divided into 
two independent parts of about equal length. The first one deals with 
market developments on a world-wide scale for the most important 
agricultural commodities, i.e., wheat, rice, sugar, meat, fats, and oils; 
cotton, wool, and rubber; coffee, tea, and tobacco. The second part is 
devoted to the trade policies of the principal importing and exporting 
countries, described within their national setting. The statistical 
framework is the same for both parts; the figures used are taken from 
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the annual volumes of the International Yearbook of Agricultural Sta- 
tistics (Rome), and government publications. Special care is devoted to 
world-totals for imports and exports and their regional subdivisions, 
computed mostly for the periods 1909-13, 1924-28, and 1929-37/38. 
Also, a new index for world-exports of agricultural products by volume 
is presented. No effort has been spared to link the various chapters and 
fields of investigation together. As many tables as possible are com- 
puted on the same, or easily transmutable, bases, cross-references are 
given on almost every page, and the opening and concluding chapters 
of each part deal with special statistical and terminological questions. 

The authors have studiously refrained from penetrating much be- 
yond the realm of facts and figures, the official and semiofficial views 
on the motives of governmental action, and the immediate conse- 
quences of the measures described. A critical appraisal of the work 
would have to challenge, therefore, either the reliability of the sources 
consulted or the wisdom of actions for or against which the authors do 
not hold a plea. All this would be beside the point. The volume is in- 
tended to and does fill a long-felt gap in the working equipment of any 
serious student of international trade. Instead of being obliged to hunt 
through statistical yearbooks, government publications, and other trea- 
tises, he will now find the bulk of looked-for information condensed into 
and admirably presented by, this single volume. 


RUDOLF FREUND 
University of Virginia 


Handbook of Latin American Studies, 1939: A Selective Guide to the 
Material Published in 1939 on Anthropology, Archives, Art, Econom- 
ics, Education, Folklore, Geography, Government, History, Interna- 
tional Relations, Law, Language and Literature, Libraries, Music and 
Philosophy, No. 5. Edited by Lewis HANKE and Miron Burcin. 
Cambridge: Harvard University Press, 1940. Pp. xvi+476. 


The fifth Handbook of Latin American Studies contains sections on 
music, philosophy, and Latin-American book catalogues, in addition 
to the sections included in the fourth Handbook. The “ Bibliografia de 
indices bibliogrdficos relativos a Venezuela” submitted by Manuel 
Segundo Sanchez in competition for the José Toribio Medina Biblio- 
graphical Prize has also been included in the Handbook. 

The introductory statements prefacing individual sections continue 
to run very uneven in quality and usefulness. There is an interesting 
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observation in the statement introducing ‘‘ Government” on the status 
of the study of government in Latin America. The notes on library 
events and trends and the section on Latin-American book catalogues 
should prove helpful to users of the Handbook. Murray M. Wise’s sur- 
vey of the development of bibliographical activity during the last five 
years is a brief but good account. 

The economist will miss the section on Brazilian economics which 
had been edited by the late Max Handman. It is to appear hereafter 
under the editorship of Roberto Simonsen of Séo Paulo. More than 
six hundred items are listed in the sections on “‘ Economics.”” The editor 
of the section on “ Economics: South America”’ notes that the year was 
not particularly fruitful in the publication of economic studies. 

A number of changes in the editorial board occurred during the 
year. Especially notable is the announcement that Dr. Hanke has re- 
signed as general editor in order to complete long-deferred personal 
research projects. The magnitude of the task of steering a project like 
the Handbook through its difficult early years is thcroughly appreci- 
ated by all who have had occasion to work on bibliographies. Dr. 
Hanke can step down from the editorial office with the satisfaction of 
having done his job well. The Handbook has been fortunate in the 
quality of the editorial board that was available to it in its early years. 
Yet the nature of the work is such, and the attractiveness of alternative 
projects of research so great, that it may prove difficult to maintain 
the standards established by the original choice of editors. It might 
be well to introduce a system whereby younger men just coming into 
the field might assist the editors of respective sections as part of a 
fellowship grant which enables them to continue their studies. While 
the immediate obstacle to such a procedure would be a lack of funds, 
it must be recognized that a project like the Handbook, if it deserves 
and is to receive any support, should receive support adequate to as- 


sure a first-rate job. 
Stuon G. HANSON 


Washington, D.C. 


Foreign Exchange Practice and Policy. By Frank A. SOUTHARD, JR., 
with the collaboration of Partie F. Swart, JRr., and A. N. GENTES. 
New York: McGraw-Hill Book Co., Inc., 1940. Pp. ix+215. $2.50. 
Intended for general students and businessmen, this book aims to 


explain “how the principal instruments of exchange are used and how 
foreign exchange rates are determined, how foreign traders accommo- 
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date themselves to changing conditions in the foreign exchange market, 
and what sorts of foreign exchange policies are adopted by govern- 
ments” (p.v.). The treatment of these subjects is frankly descriptive 
rather than theoretical. The book endeavors not to be encyclopedic 
but to describe briefly yet clearly the more important technical matters 
involved in exporting, importing, foreign-exchange market transac- 
tions, etc. The readers for whom it is intended should find the discus- 
sion of the topics mentioned sufficient for all practical purposes. It 
should be emphasized, however, that the description of the instru- 
mentalities of foreign trade, which occupies a good half of the volume, 
is almost exclusively relevant to trade between countries which have 
not adopted one or more of the various types of “exchange control.” 
Yet the number of countries and volume of world-trade conducted un- 
der exchange control and clearing arrangements has been increasing 
steadily since 1929. In view of this development one naturally wonders 
what instrumentalities are employed in that trade and how they differ 
from those used in a “free-trading” system. Because of its growing im- 
portance, even long before the present war, some discussion of the 
topic beyond an occasional passing allusion would have been most wel- 
come. 

Considering the importance of the subject, the reviewer was disap- 
pointed in the final chapter on “ Foreign Exchange Policy.” Although 
the chapter deals with the gold standard, the gold-exchange standard, 
equalization funds, currency rationing, and related topics, the discus- 
sion seems to fall between two stools. It is not an economic analysis of 
such “policies” in terms of their effect upon the volume, direction, and 
terms of trade, and on general welfare. Nor, on the other hand, is the 
chapter an adequate description of how these different policies impinge 
upon the individual dealer and trader. Just how it fits into the general 
purpose and organization of the volume is not very clear. In a reissue 
the author might consider the advisability of making this chapter 
either an economic analysis or a guide to the man of affairs. As it 
stands it is neither. 

In the main, however, Professor Southard and his collaborators have 
done well what they set out to accomplish. The numerous illustra- 
tions, the list of works cited, and a good index will contribute to its 
general usefulness. That the course of world-events has made much 
that they have written of very limited applicability, at least for the 
indefinite present, is cause for regret in more ways than one. 

NorMAN S. BUCHANAN 
University of California 
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The British Empire in Australia: An Economic History, 1834-1939. 
By Brian Fitzpatrick. Victoria: Melbourne University Press, in 
association with Oxford University Press, 1941. Pp. xxxii+5209. 
215. 


The subtitle of Mr. Fitzpatrick’s book describes its contents more 
correctly than the title. Except for some opening questions, scattered 
inferences, and the rather surprising non sequitur of the closing para- 
graph, there is not a great deal about the imperial connection. One 
gathers that Mr. Fitzpatrick has a deep distrust of capital, and espe- 
cially English capital, which is watered (if one may follow his curious 
metaphor) from “the reservoir of Australian labour and industry.” 
The reputation of Australia and Australians, however, does not sug- 
gest to many people the meekness and poverty of spirit that is said 
to inherit the earth. Indeed, not a few students of imperialism suspect 
that any exploitation of the imperial tie has been in the reverse direc- 
tion. Its title, opening questions, and closing comments, however, have 
little to do with the substance of Mr. Fitzpatrick’s book. The histori- 
cal material which makes the book valuable does not fit easily into the 
author’s philosophical framework. 

The bulk of the volume is a carefully documented economic history 
of the Australian settlements from the extension of pastoral settle- 
ment, through the gold-rush period, and the conflict that ensued be- 
tween town industry and “the big man’s frontier.”” The ground cov- 
ered is extensive. Mr. Fitzpatrick has dug diligently in the primary 
source material. There is much very useful detailed information, espe- 
cially in some of the twenty appendixes attached to different chapters. 
The origins of Australian banking, the growth of heavy industry, land 
legislation, the trade-union movement, the development of corporate 
enterprise, are among the topics to which brief factual appendixes are 
devoted. 

It is no dispraise of Mr. Fitzpatrick’s work to doubt whether he has 
been quite successful in arranging all his material. No other book in 
this field, as far as the reviewer’s knowledge goes, has such a wealth of 
data or such promise of interpretative insight. In its present form this 
is the most solid and useful economic history of Australia yet written. 
It suffers somewhat by starting from a cramping thesis of imperial- 
capitalist exploitation; but this does not much affect the substance of 
the work. Its real difficulty arises from the fact that the author has 
too much material on too many subjects to be compressed readably into 
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one volume. If there had been time, Mr. Fitzpatrick might well have 
elaborated his materials in a series of substantial monographs before 
embarking on an interpretative summary volume. But this perhaps 
is too much to expect, and one can only be grateful that so much pri- 
mary and carefully documented material on Australia’s economic de- 


velopment has been made available. 
J. B. ConDLIFFE 
University of California 


The Output of Manufacturing Industries, 1899-1937. By SOLOMON 
FABRICANT, with the assistance of JuLtus SHiskin. New York: Na- 
tional Bureau of Economic Research, Inc., 1940. Pp. xxiii+685. 
$4.50. 

In this study Dr. Fabricant presents for the National Bureau of 
Economic Research the revised indices of the physical production of 
American manufactures. He uses for the census years the Edgeworth 
formula of 


_ 29: (Pot pr) 
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where is the net value added by manufacture without allowance for 
depreciation, instead of the Fisher formula of 
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which Professor Mills used in his earlier study for the same bureau on 
Economic Tendencies in the United States. No direct indices were com- 
puted for the intercensus years, which were instead interpolated from 
the indices of physical production previously prepared by Stewart, Per- 
sons, Mills, and the Federal Reserve Board. 

Taking 1899 as equal to 100, the revised series gives an index of 161 
for 1907, which, except in 1910, was not exceeded until 1912, when the 
index reached 185 and from whence it rose to 259 in 1916. It then fell 
to 257 in 1917, 254 in 1918, and 222 in 1919 and, indeed, did not pass 
the 1916 mark until 1923. This should finally refute those who have 
claimed that the costs of our participation in World War I were largely 
met out of an increase in output. Instead, they seem to have been de- 
rived from a diversion of productive energy from other lines—a diver- 
sion partially effected through taxation, genuine savings,and priorities, 
but perhaps even as much through inflation and the ability of the gov- 
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ernment, supplied with bank credit, to bid goods away from private 
individuals. 

By 1923 the index had risen to 280 and by 1929 to 364. The figure 
for 1932 was 197, or a fall in three years of 46 per cent, while by 1937 
it had risen to 376, or 3 per cent above 1929. The growth for the 
thirty-eight-year period was therefore at an annual rate of about 3.5 
per cent compounded. During these years population increased by 73 
per cent, or at an average annual rate of 1.4 per cent. The yearly 
growth in manufacturing production per capita was therefore 2.1 per 
cent. Dr. Fabricant’s index shows an appreciably greater rate of in- 
crease than those of Day and Thomas and than the index computed 
by the Federal Reserve Board prior to its 1940 revision. It is also even 
higher than the latter’s revised index. Most of this is due to the fact 
that Fabricant has been more alert in inserting new industries as they 
developed and hence has properly given weight to growth within new 
sectors of industry rather than merely to increases within the older 
industries. 

The technical work involved in computing the indices shows the 
care and precision which we have come to expect in the studies of the 
National Bureau. Greatly as we are indebted to the members of that 
organization, however, for the ever increasing accuracy of their work, 
is it impertinent to raise the question whether after twenty years of 
flourishing existence they should continue to content themselves solely 
with measurement and should avoid fundamental analysis of the 
causes and broader results of the phenomena with which they deal? 
In this, as in most of their other studies, economic science has been 
given better raw materials with which to work, but the technical com- 
petence of the job seems to be unsullied by any brooding over what 
caused the secular growth in output or the periods of pause which oc- 
curred. Measurement is certainly the beginning of knowledge, but it 
is not its end. For an understanding of the economic world, descrip- 
tion, whether literary or statistical, is surely not enough. Statistical 
series are indeed dead things unless they are woven into a texture of 
cause and effect or at least of associated development. There is both 
an economic and a mathematical theory of production. Neither is 
treated here or in other similar studies by the Bureau. Appreciative 
as we all should be to the Bureau for its work, it is this deeper analysis 
which gives a third dimension to statistical studies which one misses 
in this and in most other studies of the Bureau. Everyone must work 
according to his lights and his capacities, but it seems undesirable that 





BOOK REVIEWS 475 


there should be such a dichotomy in this country between description 
and analysis and between statistics and economic theory. The results 
have been unfortunate for all. The sooner the gap is bridged the better. 


Pau H. Douctas 
University of Chicago 


Residential Real Estate: Its Economic Position as Shown by Values, 
Rents, Family Incomes, Financing, and Construction, together with 
Estimates for All Real Estate. By Davip L. Wickens. New York: 
National Bureau of Economic Research, Inc., 1941. Pp. xxii+305. 
$3.50. 

The outstanding importance of the value of real property as a com- 
ponent of the national wealth offers a constant challenge to economists, 
analysts, and statisticians to conduct explorations in an attempt to 
classify and evaluate this basic form of wealth and to place in a proper 
economic setting the numerous value categories of real property. While 
Mr. Wickens in his searching inquiry is concerned chiefly with valuing 
and describing the economic significance of nonfarm residential prop- 
erty, certain aspects of farm real estate values are considered in order 
to implement his finding of $203.6 billion as the total value in 1934 of 
all real estate in the United States. 

The author was faced with the extremely difficult task of measuring 
values in a field of wealth concerning which there is a lack of com- 
prehensive or enumerative information; hence it was necessary for him 
to concentrate upon devising methods of measuring real estate phe- 
nomena. Such an undertaking, perforce, involved the use of data from 
widely scattered sources, together with a certain amount of rather in- 
tricate estimation where pertinent data were lacking. The result is a 
compilation of a wide array of tables, worked out in elaborate detail, 
each displaying an obvious product of the intensive application of sta- 
tistical technique. The text is brief and is essentially a description of 
the main features of the data and of the methods employed in making 
estimates. Nonfarm residential real estate is considered from five gen- 
eral aspects: value, rent, incomes of owner-occupants and of tenants, 
financing, and new construction, each aspect being supported by 
numerous statistical tables and charts. 

It seems to the reviewer, however, that, despite Mr. Wickens’ efforts 
to eliminate statistical bias, some of his computed values are lacking in 
realism. Most significant in this respect appears to be his calculated 
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decline of only 34.6 per cent in the aggregate value of one-family resi- 
dential properties between 1930 and 1934. While it is recognized that 
any valuation placed on a specified type of property on a national scale 
must necessarily result in a rough approximation, practical observa- 
tion would seem to indicate that a shrinkage of much greater magni- 
tude actually occurred during this period. Owners’ estimates, which 
appear to have been the chief source of information for determining the 
1934 values, were generally biased upward; the sense of value of the 
typical owner at that date was still to a large extent conditioned by the 
inflation of values which characterized the late twenties. 

With the decline in value of one-family residential property from 
1930 to 1934 as a premise, the author then estimates the total value of 
all real estate in 1934 by assuming that the decline had been in the 
same proportion as for this type of property. Considerable doubt exists 
in the reviewer’s mind as to the validity of this assumption, particular- 
ly in view of the many known cases of hotels, apartment buildings, and 
commercial and industrial property generally, where sales prices re- 
ceded by as much as go per cent during the 1930-34 period. It is felt 
that, had representative sampling of such properties been included in 
arriving at a summation value for all real estate, an average decline 
much greater than 34.6 per cent would have been registered for the 
period 1930-34. 

This criticism, however, applies only to a specific section of the vol- 
ume; and in the light of the general merit and comprehensiveness of the 
book such criticism is not intended to be accorded undue weight. The 
volume is a most desirable source book of well-integrated data relative 
to nonfarm residential real estate. It should be of considerable use to 
those interested in source and derived data in the field of urban real 


estate. 
ALBERT E. DICKENS 


Chicago Plan Commission 


Liquidity and Instability. By Courtney C. Brown. New York: Co- 
lumbia University Press, 1940. Pp. xiii+-282. $3.00. 


After noting that there are elements of truth in both the banking- 
school and the currency-school views of commercial banking, the author 
extends his analysis to cover a wide range of economic problems. From 
the point of view of commercial-bank solvency, it is advisable to re- 
strict assets to “short-term marketable industrial and commercial pa- 
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per,” but this policy may not conform to existing business organization 
or general economic objectives (p. 218) which should take precedence 
over banking interests per se. Relatively little attention is given to 
technical banking problems, the major objective of the study being to 
provide a description of liquidity and its role in economic life. 

The author attempts to remove a source of confusion and contro- 
versy by employing more precise definitions. The liquidity of assets 
applies to “the ease or difficulty of exchanging them for money .... , 
but not for a specific amount of money.” The liquidity of persons, cor- 
porations, etc., on the other hand, is closely analogous to solvency; 
liquidity in this sense relates to ‘‘the nature and amount”’ of assets 
owned relative to the “‘nature and amount of debts owed” (p. 22) 
and embraces the problem of value changes through time when debts 
are owed. Salability of assets is the final test of liquidity. Money, the 
most generalized of all claims (fiat debt), is itself the most liquid of all 
assets. In accord with these definitions, a change in liquidity desires is 
reflected not only by the desire to hold more or less money (associated 
with hoarding defined as a function of time) but also by the desire to 
shift to other assets possessing varying degrees of liquidity, or, in the 
case of persons, etc., by the desire to alter the nature and amount of 
assets in relation to debts (cf. pp. 31-32). 

The author criticizes the current definitions of investment and the 
emphasis upon investment as being the “trigger mechanism”’ in the 
business cycle, arguing that “‘final buying of all new wealth output” is 
more important (cf. pp. 66-69). “‘Unbalance in the price structure”’ 
is more significant than liquidity changes in initiating general cyclical 
movements and occasioning expectations of further price movements. 
But once expansion or contraction is started, liquidity desires may 
exert cumulative effects through hoarding, changes in the amount of 
money, changes in the amount and composition of debt, and altera- 
tions of profit expectations (pp. 86-87). Though the study is primarily 
deductive, an attempt is made to provide an index of liquidity desires 
and a check-up on the main outlines of the theory by utilizing differen- 
tials between yields of commercial paper and high-grade corporate 
bonds corrected by reserve changes (pp. 202-4 and 236-37). 

Implications of the author’s disagreement with Keynes’s concept of 
liquidity preference and the interest rate are to be found in the defini- 
tions of money, hoarding and liquidity desires, and saving and invest- 
ment. In accord with his loan-fund theory he notes that an increased 
desire to hoard deposits leads to falling interest rates and that account 
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must be taken of the reserve position of banks (potential money). Of 
especial interest is his analysis of the interrelationships between li- 
quidity desires and money supply. Though commercial banks may 
either intensify or moderate the forces making for instability, as a 
general rule they provide more money for productive uses when the 
public desires less liquidity and contract the money supply when the 
public attempts to add to its cash balances (pp. 192-209). He thus 
questions Keynes’s conclusion that money supply is an independent 
variable over which the public has no control. 

The investigation of liquidity in its institutional setting and in its 
relations to cyclical and secular change has perforce resulted in broad 
generalizations which, as the author recognizes, leave room for contro- 
versy and refinement as to detail. The analysis of “balance in the price 
structure” seems inadequate in view of the stress placed upon “‘unbal- 
ance” as being a major source of disturbance and cumulative change, 
and as representing the sector which must be dealt with if a solution 
for instability is to be found (p. 253). Aside from the general argument 
in which the author claims an important but by no means supreme 
role for liquidity, the book contains interesting observations with re- 
spect to related processes, but it makes no pretense of providing a com- 
plete business-cycle theory or of discovering a general prophylactic for 


the economic ills of man. 
LEONARD L. WATKINS 


University of Michigan 
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